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ADMINISTRATIVE

Notice 2004-54, page 209.
This notice provides that paid preparers will be permitted to
sign original returns, amended returns, or requests for filing

extensions by rubber stamp, mechanical device (such as sig-

nature pen), or computer software program.
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netic filing of 2004 Forms 1098, 1099, 5498, and W-2G.
Rev. Proc. 2003-52 superseded.
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The IRS Mission

Provide America’'s taxpayers top quality service by helping
them understand and meet their tax responsibilities and by

Introduction

The Internal Revenue Bulletin is the authoritative instrument of
the Commissioner of Internal Revenue for announcing official
rulings and procedures of the Internal Revenue Service and for
publishing Treasury Decisions, Executive Orders, Tax Conven-
tions, legislation, court decisions, and other items of general
interest. It is published weekly and may be obtained from the
Superintendent of Documents on a subscription basis. Bulletin
contents are compiled semiannually into Cumulative Bulletins,
which are sold on a single-copy basis.

It is the policy of the Service to publish in the Bulletin all sub-
stantive rulings necessary to promote a uniform application of
the tax laws, including all rulings that supersede, revoke, mod-
ify, or amend any of those previously published in the Bulletin.
All published rulings apply retroactively unless otherwise indi-
cated. Procedures relating solely to matters of internal man-
agement are not published; however, statements of internal
practices and procedures that affect the rights and duties of
taxpayers are published.

Revenue rulings represent the conclusions of the Service on the
application of the law to the pivotal facts stated in the revenue
ruling. In those based on positions taken in rulings to taxpayers
or technical advice to Service field offices, identifying details
and information of a confidential nature are deleted to prevent
unwarranted invasions of privacy and to comply with statutory
requirements.

Rulings and procedures reported in the Bulletin do not have the
force and effect of Treasury Department Regulations, but they
may be used as precedents. Unpublished rulings will not be
relied on, used, or cited as precedents by Service personnel in
the disposition of other cases. In applying published rulings and
procedures, the effect of subsequent legislation, regulations,

applying the tax law with integrity and fairness to all.

court decisions, rulings, and procedures must be considered,
and Service personnel and others concerned are cautioned
against reaching the same conclusions in other cases unless
the facts and circumstances are substantially the same.

The Bulletin is divided into four parts as follows:

Part .—1986 Code.
This part includes rulings and decisions based on provisions of
the Internal Revenue Code of 1986.

Part ll.—Treaties and Tax Legislation.

This part is divided into two subparts as follows: Subpart A,
Tax Conventions and Other Related ltems, and Subpart B, Leg-
islation and Related Committee Reports.

Part lll.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to these
subjects are contained in the other Parts and Subparts. Also
included in this part are Bank Secrecy Act Administrative Rul-
ings. Bank Secrecy Act Administrative Rulings are issued by
the Department of the Treasury's Office of the Assistant Sec-
retary (Enforcement).

Part IV.—Items of General Interest.
This part includes notices of proposed rulemakings, disbar-
ment and suspension lists, and announcements.

The last Bulletin for each month includes a cumulative index
for the matters published during the preceding months. These
monthly indexes are cumulated on a semiannual basis, and are
published in the last Bulletin of each semiannual period.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.

For sale by the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402.
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Part |. Rulings and Decisions Under the Internal Revenue Code

of 1986

Section 368.—Definitions
Relating to Corporate
Reorganizations

Does an election to treat a wholly owned sub-
sidiary of an S corporation as a qualified subchapter
S subsidiary (QSub) or an entity classification elec-
tion of a subsidiary terminate when the subsidiary’s
interest is transferred pursuant to certain section
368(a)(1) reorganizations or otherwise? See Rev.
Rul. 2004-85, page 189.

How does an S corporation taxpayer obtain late
QSub election relief for a subsidiary whose QSub
election terminated as a result of a transfer of the
QSub’s interest from one S corporation to another S
corporation? See Rev. Proc. 2004-49, page 210.

Section 671.—Trust
Income, Deductions, and
Credits Attributable to
Grantors and Others as
Substantial Owners

How will certain Delaware statutory trusts be clas-
sified for federal tax purposes and may a taxpayer ac-
quire an interest in certain Delaware statutory trusts
without recognition of gain or loss under section 1031
of the Internal Revenue Code. See Rev. Rul. 2004-
86, page 191.

Section 677.—Income for
Benefit of Grantor

How will certain Delaware statutory trusts be clas-
sified for federal tax purposes and may a taxpayer ac-
quire an interest in certain Delaware statutory trusts
without recognition of gain or loss under section 1031
of the Internal Revenue Code. See Rev. Rul. 2004-
86, page 191.

Section 761.—Terms
Defined

How will certain Delaware statutory trusts be clas-
sified for federal tax purposes and may a taxpayer ac-
quire an interest in certain Delaware statutory trusts
without recognition of gain or loss under section 1031
of the Internal Revenue Code. See Rev. Rul. 2004-
86, page 191.
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Section 1031.—Exchange
of Property Held for
Productive Use or
Investment

How will certain Delaware statutory trusts be clas-
sified for federal tax purposes and may a taxpayer ac-
quire an interest in certain Delaware statutory trusts
without recognition of gain or loss under section 1031
of the Internal Revenue Code. See Rev. Rul. 2004-
86, page 191.

Section 1361.—S Corpo-
ration Defined

26 CFR 1.1361-5: Termination of QSub election.
(Also §§ 368, 1361, 7701, 1.1361-3, 1.1361-4,
1.1361-5, 301.7701-3.)

Effect of mergers on qualified sub-
chapter S subsidiary (QSub) elections.
This ruling discusses the effect certain in-
terest transfers have on QSub and entity
classification elections.

Rev. Rul. 2004-85
ISSUES

(1) Does an election to treat a wholly
owned subsidiary of an S corporation as a
qualified subchapter S subsidiary (QSub),
as described in § 1361(b)(3)(B) of the In-
ternal Revenue Code, terminate solely be-
cause the S corporation engages in a trans-
action that qualifies as a reorganization un-
der § 368(a)(1)(F)?

(2) Does an election to treat a subsidiary
as a QSub terminate if the S corporation
(whether by sale or reorganization un-
der § 368(a)(1)(A), (C), or (D)) transfers
100 percent of the QSub stock to an-
other S corporation in a transaction that
does not qualify as a reorganization under
§368(a)(1)(F)?

(3) Does an entity classification elec-
tion of an eligible entity, as described in
§ 301.7701-3(b) of the Procedure and Ad-
ministration Regulations, terminate solely
because the owner transfers (whether by
sale, reorganization under § 368(a)(1)(A),
(O), (D), or (F), or otherwise) all of the
membership interest in the eligible entity
to another person?
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FACTS

Situation 1. X is a State A S corporation
that owns 100 percent of the stock of Sub
1, a corporation that X has elected to treat
as a QSub. The shareholders of X form
U, a State B corporation. X merges with
and into U in a transaction qualifying as
a reorganization under § 368(a)(1)(F). The
shareholders of X own 100 percent of the
stock of U and U is eligible to be an S
corporation under § 1361(b)(1).

Situation 2. Y is an S corporation that
owns 100 percent of the stock of Sub 2, a
corporation that Y has elected to treat as
a QSub. Y (whether by sale or reorgani-
zation under § 368(a)(1)(A), (C), or (D))
transfers Y’s assets, including 100 percent
of Sub 2 stock, to M, an S corporation, in a
transaction that is not a reorganization un-
der § 368(a)(1)(F).

Situation 3. Z is a corporation that owns
100 percent of the membership interests in
LLCI, an eligible entity that elected to be
classified for federal tax purposes as an as-
sociation, contrary to its default classifica-
tion. Z (whether by sale, reorganization
under § 368(a)(1)(A), (C), (D), or (F), or
otherwise) transfers all of the membership
interests in LLCI to N, another person.

LAW AND ANALYSIS
Situations 1 and 2

Section 1361(a)(1) provides that the
term “S corporation” means, with respect
to a taxable year, a small business corpora-
tion (as defined in § 1361(b)(1)) for which
an election under § 1362(a) is in effect for
the year.

Section 1361(b)(3)(B) allows an S cor-
poration to elect to treat any domestic cor-
poration that is not an ineligible corpora-
tion (as defined in § 1361(b)(2)) as a QSub
if 100 percent of the stock of the corpo-
ration is held by the S corporation. Sec-
tion 1.1361-3(a) of the Income Tax Reg-
ulations provides the time and manner of
making a QSub election.

Under § 1361(b)(3)(A), a corporation
that is a QSub is not treated as a separate
corporation. Instead, all assets, liabilities,
and items of income, deduction and credit
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of a QSub are treated as assets, liabilities,
and such items (as the case may be) of the
S corporation.

Section 1.1361-4(a)(2) provides that, if
an S corporation makes a valid QSub elec-
tion with respect to a subsidiary, the sub-
sidiary is deemed to have liquidated into
the S corporation. Under § 1.1361-4(b),
this liquidation is generally deemed to oc-
cur at the close of the day before the QSub
election is effective.

Under § 1.1361-5(a)(1)(ii), if a QSub
election terminates as a result of the ter-
mination of its parent’s S corporation elec-
tion, then the termination of the QSub elec-
tion is effective at the close of the last day
of the parent’s last taxable year as an S cor-
poration. Under § 1.1361-5(a)(1)(iii), if a
QSub election terminates as the result of
any other event, then the termination of a
QSub election is effective at the close of
the day on which the event causing the ter-
mination occurs.

Sections 1361(b)(3)(C) and 1.1361-
5(b)(1) provide that if a QSub election
terminates, the former QSub is treated as a
new corporation that, immediately before
the termination, acquires all of its assets
(and assumes all of its liabilities) from the
S corporation in exchange for stock of the
new corporation. The tax treatment of this
transaction or of a larger transaction that
includes this transaction is determined un-
der the Internal Revenue Code and general
principles of tax law, including the step
transaction doctrine.

Section 1.1361-5(b)(3), Example 9, de-
scribes the tax consequences of a trans-
fer by an S corporation (X) of 100 percent
of the stock of a QSub (Y) to a C corpo-
ration (Z). The example provides that the
deemed formation of Y by X (as a con-
sequence of the termination of ¥’s QSub
election) is disregarded for federal income
tax purposes. The transaction is treated as
a transfer of the assets of Y to Z, followed
by Z’s transfer of those assets to the capi-
tal of Y in exchange for Y stock. If, instead,
Zis an S corporation, and Z makes a QSub
election for Y effective as of the date of Z’s
acquisition of Y, then Z’s transfer of the as-
sets of Y in exchange for Y stock, followed
by the immediate liquidation of Y as a con-
sequence of the QSub election are disre-
garded for federal income tax purposes.

Sections 1361(b)(3)(D) and 1.1361-
5(c)(1) provide that, absent the consent of
the Commissioner, a corporation whose
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QSub status terminates (and any successor
corporation as defined in § 1.1362-5(b))
may not make an S election or have a
QSub election made with respect to it
before its fifth taxable year which begins
after the first taxable year for which the
termination was effective.

Section 1.1361-5(c)(2) provides that in
the case of S and QSub elections effec-
tive after December 31, 1996, if a corpo-
ration’s QSub election terminates, the cor-
poration may make an S election or have
a QSub election made with respect to it
before the expiration of the five-year pe-
riod described in § 1361(b)(3)(D) provided
that (i) immediately following the termina-
tion, the corporation (or its successor cor-
poration) is otherwise eligible to make an
S election or have a QSub election made
for it; and (ii) the relevant election is made
effective immediately following the termi-
nation of the QSub election.

Section 368(a)(1)(F) provides that the
term “reorganization” means, among other
things, a mere change in identity, form, or
place of organization of one corporation,
however effected.

Section 1.381(b)—1(a)(2) provides that,
in the case of a reorganization qualify-
ing under § 368(a)(1)(F) (whether or not
such reorganization also qualifies under
any other provision of § 368(a)(1)), the
acquiring corporation shall be treated (for
purposes of § 381) just as the transferor
corporation would have been treated if
there had been no reorganization.

Rev. Rul. 64-250, 1964-2 C.B. 333,
concludes that when an S corporation
merges into a newly formed corporation
in a transaction qualifying as a reorganiza-
tion under § 368(a)(1)(F), and the newly
formed surviving corporation also meets
the requirements of an S corporation, the
reorganization does not terminate the S
election. Thus, the S election remains in
effect for the new corporation.

In Situation 1, X (an S corporation)
merges into U (a corporation that meets the
requirements to be a small business cor-
poration under § 1361(b)(1)) in a transac-
tion qualifying as a reorganization under
§ 368(a)(1)(F). Under Rev. Rul. 64-250,
U will be treated as a continuation of X.
U, therefore, will be an S corporation im-
mediately after the merger. Because U is
treated as a continuation of X, the reorga-
nization does not terminate X’s election to
treat Sub I as a QSub.
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In Situation 2, Y (an S corporation)
transfers its assets, including 100 percent
of the stock of Sub 2 (a QSub), to M (an
S corporation). Because the transaction
does not qualify as a reorganization under
§ 368(a)(1)(F), M will not be treated just
as Y would have been treated if there had
been no reorganization. After the trans-
action, Y no longer owns Sub 2, and Y’s
QSub election for Sub 2 does not carry
over to M. Therefore, the QSub election
of Sub 2 terminates at the close of the day
on which Y transfers its assets, including
100 percent of the Sub 2 stock to M, un-
less M makes a QSub election for Sub 2,
effective immediately following the ter-
mination. See § 1.1361-5(a)(1)(iii) and
1.1361-5(c)(2).

If M makes a QSub election for Sub
2, effective immediately following the
termination of Sub 2’s QSub election,
then M’s deemed transfer of the assets of
Sub 2 in exchange for the stock of Sub
2 and the immediate liquidation of Sub
2 as a consequence of the QSub election
are disregarded for federal income tax
purposes. See §§ 1.1361-4(b)(3)(ii) and
1361-5(b)(3), Example 9. There will be
no period between the termination of Sub
2’s QSub election and the deemed liqui-
dation of Sub 2 during which Sub 2 is a C
corporation.

If M does not make a QSub election for
Sub 2, effective immediately following the
termination, then the transaction will be
treated as a transfer of the assets of Sub 2 to
M, followed by M’s contribution of Sub 2’s
assets to Sub 2 in exchange for Sub 2 stock.
See § 1.1361-5(b)(3), Example 9. Sub 2
will not be eligible to be treated as a QSub
or an S corporation before the expiration of
the period described in § 1361(b)(3)(D).

Situation 3

Section 301.7701-3(a) of the Procedure
and Administration Regulations provides
that a business entity that is not classified
as a corporation under § 301.7701-2(b)(1),
(3), 4), (5), (6), (7), or (8) (an eligible en-
tity) can elect its classification for federal
tax purposes.

Section 301.7701-3(b) provides default
classifications for eligible entities. Under
§ 301.7701-3(b)(1), unless a domestic el-
igible entity elects otherwise, it is disre-
garded as an entity separate from its owner
if it has a single owner and is a partner-
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ship if it has more than one owner. Un-
der § 301.7701-3(b)(2)(i), unless a foreign
eligible entity elects otherwise, it is: (A)
a partnership if it has two or more own-
ers and at least one owner does not have
limited liability, (B) an association if all
owners have limited liability, or (C) disre-
garded as an entity separate from its owner
if it has a single owner that does not have
limited liability.

Section 301.7701-3(c)(1)(1) provides
that an eligible entity may elect to be
classified other than as provided under
§ 301.7701-3(b) by filing Form 8832,
Entity Classification Election, with the
applicable service center.

In Situation 3, Z transfers to N 100
percent of the membership interests in
LLCI, an eligible entity that has elected
to be classified as an association. Under
§ 301.7701-3(c)(1), LLCI elects its own
classification. LLCI’s classification con-
tinues until LLC/ elects otherwise or no
longer remains eligible for that classifica-
tion. Therefore, the sale or transfer of the
LLCI membership interests to N does not
affect LLCI’s election to be classified as
an association.

HOLDINGS

(1) An election to treat a wholly owned
subsidiary of an S corporation as a QSub,
as described in § 1361(b)(3)(B), does not
terminate solely because the S corporation
engages in a transaction that qualifies as a
reorganization under § 368(a)(1)(F).

(2) An election to treat a subsidiary
as a QSub terminates if the S corpora-
tion transfers 100 percent of the QSub
stock (whether by sale or reorganization
under § 368(a)(1)(A), (C), or (D)), to an-
other S corporation in a transaction that
does not qualify as a reorganization under
§368(a)(1)(F).

(3) An entity classification election
of an eligible entity, as described in
§ 301.7701-3(b), does not terminate solely
because the owner (whether by sale, reor-
ganization under §368(a)(1)(A), (C), (D),
or (F), or otherwise) transfers all of the
membership interest in the eligible entity
to another person.

DRAFTING INFORMATION

The principal author of this revenue rul-
ing is Charles J. Langley, Jr. of the Office
of Associate Chief Counsel (Passthroughs
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& Special Industries). For further infor-
mation regarding this revenue ruling, con-
tact Mr. Langley at 202-622-3060 (not a
toll-free call).

Section 7701.—Definitions

26 CFR 301.7701-3: Classification of certain busi-
ness entities.

Does an election to treat a wholly owned sub-
sidiary of an S corporation as a qualified subchapter
S subsidiary (QSub) or an entity classification elec-
tion of a subsidiary terminate when the subsidiary’s
interest is transferred pursuant to certain section
368(a)(1) reorganizations or otherwise? See Rev.
Rul. 2004-85, page 189.

26 CFR 301.7701-1: Classification of organizations

for federal tax purposes.

(Also: §§ 671, 677, 761, 1031, 1.761-2, 301.7701-1,
301.7701-3, 301.7701-4.)

Classification of Delaware statu-
tory trust. This ruling explains how a
Delaware statutory trust described in the
ruling will be classified for federal tax pur-
poses and whether a taxpayer may acquire
an interest in the Delaware statutory trust
without recognition of gain or loss under
section 1031 of the Code. Rev. Ruls.
78-371 and 92-105 distinguished.

Rev. Rul. 2004-86
ISSUE(S)

(1) In the situation described below,
how is a Delaware statutory trust, de-
scribed in Del. Code Ann. title 12,
§§ 3801 — 3824, classified for federal
tax purposes?

(2) In the situation described below,
may a taxpayer exchange real property for
an interest in a Delaware statutory trust
without recognition of gain or loss under
§ 1031 of the Internal Revenue Code?

FACTS

On January 1, 2005, A, an individual,
borrows money from BK, a bank, and signs
a 10-year note bearing adequate stated in-
terest, within the meaning of § 483. On
January 1, 2005, A uses the proceeds of
the loan to purchase Blackacre, rental real
property. The note is secured by Blackacre
and is nonrecourse to A.

Immediately following A’s purchase of
Blackacre, A enters into a net lease with Z
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for a term of 10 years. Under the terms of
the lease, Z is to pay all taxes, assessments,
fees, or other charges imposed on Black-
acre by federal, state, or local authorities.
In addition, Z is to pay all insurance, main-
tenance, ordinary repairs, and utilities re-
lating to Blackacre. Z may sublease Black-
acre. Z’s rent is a fixed amount that may
be adjusted by a formula described in the
lease agreement that is based upon a fixed
rate or an objective index, such as an es-
calator clause based upon the Consumer
Price Index, but adjustments to the rate or
index are not within the control of any of
the parties to the lease. Z’s rent is not con-
tingent on Z’s ability to lease the property
or on Z’s gross sales or net profits derived
from the property.

Also on January 1, 2005, A forms DST,
a Delaware statutory trust described in the
Delaware Statutory Trust Act, Del. Code
Ann. title 12, §§ 3801 — 3824, to hold
property for investment. A contributes
Blackacre to DST. Upon contribution, DST
assumes A’s rights and obligations under
the note with BK and the lease with Z. In
accordance with the terms of the note, nei-
ther DST nor any of its beneficial owners
are personally liable to BK on the note,
which continues to be secured by Black-
acre.

The trust agreement provides that inter-
ests in DST are freely transferable. How-
ever, DST interests are not publicly traded
on an established securities market. DST
will terminate on the earlier of 10 years
from the date of its creation or the disposi-
tion of Blackacre, but will not terminate on
the bankruptcy, death, or incapacity of any
owner or on the transfer of any right, title,
or interest of the owners. The trust agree-
ment further provides that interests in DST
will be of a single class, representing un-
divided beneficial interests in the assets of
DST.

Under the trust agreement, the trustee
is authorized to establish a reasonable re-
serve for expenses associated with holding
Blackacre that may be payable out of trust
funds. The trustee is required to distrib-
ute all available cash less reserves quar-
terly to each beneficial owner in propor-
tion to their respective interests in DST.
The trustee is required to invest cash re-
ceived from Blackacre between each quar-
terly distribution and all cash held in re-
serve in short-term obligations of (or guar-
anteed by) the United States, or any agency
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or instrumentality thereof, and in certifi-
cates of deposit of any bank or trust com-
pany having a minimum stated surplus and
capital. The trustee is permitted to invest
only in obligations maturing prior to the
next distribution date and is required to
hold such obligations until maturity. In ad-
dition to the right to a quarterly distribution
of cash, each beneficial owner has the right
to an in-kind distribution of its proportion-
ate share of trust property.

The trust agreement provides that the
trustee’s activities are limited to the col-
lection and distribution of income. The
trustee may not exchange Blackacre for
other property, purchase assets other than
the short-term investments described
above, or accept additional contributions
of assets (including money) to DST. The
trustee may not renegotiate the terms of
the debt used to acquire Blackacre and
may not renegotiate the lease with Z or
enter into leases with tenants other than
Z, except in the case of Z’s bankruptcy or
insolvency. In addition, the trustee may
make only minor non-structural modi-
fications to Blackacre, unless otherwise
required by law. The trust agreement fur-
ther provides that the trustee may engage
in ministerial activities to the extent re-
quired to maintain and operate DST under
local law.

On January 3, 2005, B and C exchange
Whiteacre and Greenacre, respectively,
for all of A’s interests in DST through a
qualified intermediary, within the meaning
of § 1.1031(k)-1(g). A does not engage
in a § 1031 exchange. Whiteacre and
Greenacre were held for investment and
are of like kind to Blackacre, within the
meaning of § 1031.

Neither DST nor its trustee enters into a
written agreement with A, B, or C, creating
an agency relationship. In dealings with
third parties, neither DST nor its trustee is
represented as an agent of A, B, or C.

BK is not related to A, B, C, DST’s
trustee or Z within the meaning of § 267(b)
or § 707(b). Z is not related to B, C,
or DST’s trustee within the meaning of
§ 267(b) or § 707(b).

LAW
Delaware law provides that a Delaware
statutory trust is an unincorporated associ-

ation recognized as an entity separate from
its owners. A Delaware statutory trust is
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created by executing a governing instru-
ment and filing an executed certificate of
trust. Creditors of the beneficial owners of
a Delaware statutory trust may not assert
claims directly against the property in the
trust. A Delaware statutory trust may sue
or be sued, and property held in a Delaware
statutory trust is subject to attachment or
execution as if the trust were a corporation.
Beneficial owners of a Delaware statutory
trust are entitled to the same limitation on
personal liability because of actions of the
Delaware statutory trust that is extended
to stockholders of Delaware corporations.
A Delaware statutory trust may merge or
consolidate with or into one or more statu-
tory entities or other business entities.

Section 671 provides that, where the
grantor or another person is treated as the
owner of any portion of a trust (commonly
referred to as a “grantor trust”), there shall
be included in computing the taxable in-
come and credits of the grantor or the other
person those items of income, deductions,
and credits against tax of the trust which
are attributable to that portion of the trust
to the extent that the items would be taken
into account under chapter 1 in computing
taxable income or credits against the tax of
an individual.

Section 1.671-2(e)(1) of the Income
Tax Regulations provides that, for pur-
poses of subchapter J, a grantor includes
any person to the extent such person ei-
ther creates a trust or directly or indirectly
makes a gratuitous transfer of property to
a trust.

Under § 1.671-2(e)(3), the term
“grantor” includes any person who ac-
quires an interest in a trust from a grantor
of the trust if the interest acquired is an
interest in certain investment trusts de-
scribed in § 301.7701-4(c).

Under § 677(a), the grantor is treated as
the owner of any portion of a trust whose
income without the approval or consent of
any adverse party is, or, in the discretion of
the grantor or a nonadverse party, or both,
may be distributed, or held or accumulated
for future distribution, to the grantor or the
grantor’s spouse.

A person that is treated as the owner of
an undivided fractional interest of a trust
under subpart E of part I, subchapter J of
the Code (§§ 671 and following), is con-
sidered to own the trust assets attributable
to that undivided fractional interest of the
trust for federal income tax purposes. See
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Rev. Rul. 88-103, 1988-2 C.B. 304; Rev.
Rul. 85-45, 1985-1 C.B. 183; and Rev.
Rul. 85-13, 1985-1 C.B. 184. See also
§ 1.1001-2(c), Example 5.

Section 761(a) provides that the term
“partnership” includes a syndicate, group,
pool, joint venture, or other unincorpo-
rated organization through or by means of
which any business, financial operation,
or venture is carried on, and that is not
a corporation or a trust or estate. Un-
der regulations the Secretary may, at the
election of all the members of the unin-
corporated organization, exclude such or-
ganization from the application of all or
part of subchapter K, if the income of the
members of the organization may be ad-
equately determined without the compu-
tation of partnership taxable income and
the organization is availed of (1) for in-
vestment purposes only and not for the ac-
tive conduct of a business, (2) for the joint
production, extraction, or use of property,
but not for the purpose of selling services
or property produced or extracted, or (3)
by dealers in securities for a short period
for the purpose of underwriting, selling, or
distributing a particular issue of securities.

Section 1.761-2(a)(2) provides the re-
quirements that must be satisfied for par-
ticipants in the joint purchase, retention,
sale, or exchange of investment property
to elect to be excluded from the application
of the provisions of subchapter K. One of
these requirements is that the participants
own the property as coowners.

Section 1031(a)(1) provides that no
gain or loss is recognized on the exchange
of property held for productive use in a
trade or business or for investment if such
property is exchanged solely for property
of like kind that is to be held either for
productive use in a trade or business or for
investment.

Section 1031(a)(2) provides that
§ 1031(a) does not apply to any exchange
of stocks, bonds or notes, other securities
or evidences of indebtedness or interest,
interests in a partnership, or certificates
of trust or beneficial interests. It further
provides that an interest in a partnership
that has in effect a valid election under
§ 761(a) to be excluded from the applica-
tion of all of subchapter K shall be treated
as an interest in each of the assets of the
partnership and not as an interest in a part-
nership.
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Under § 301.7701-1(a)(1) of the Pro-
cedure and Administration Regulations,
whether an organization is an entity sep-
arate from its owners for federal tax pur-
poses is a matter of federal tax law and
does not depend on whether the organiza-
tion is recognized as an entity under local
law.

Generally, when participants in a ven-
ture form a state law entity and avail them-
selves of the benefits of that entity for a
valid business purpose, such as investment
or profit, and not for tax avoidance, the
entity will be recognized for federal tax
purposes. See Moline Properties, Inc. v.
Comm’r, 319 U.S. 436 (1943); Zmuda v.
Comm’r, 731 E2d 1417 (9" Cir. 1984);
Boca Investerings P’ship v. United States,
314 F3d 625 (D.C. Cir. 2003); Saba
P’ship v. Comm’r, 273 F3d 1135 (D.C.
Cir.  2001); ASA Investerings P’ship v.
Comm’r, 201 F.3d 505 (D.C. Cir. 2000);
Markosian v.  Comm’r, 73 T.C. 1235
(1980).

Section 301.7701-2(a) defines the term
“business entity” as any entity recognized
for federal tax purposes (including an en-
tity with a single owner that may be disre-
garded as an entity separate from its owner
under § 301.7701-3) that is not properly
classified as a trust under § 301.7701-4 or
otherwise subject to special treatment un-
der the Code. A business entity with two
or more owners is classified for federal tax
purposes as either a corporation or a part-
nership. A business entity with only one
owner is classified as a corporation or is
disregarded.

Section 301.7701-3(a) provides that
an eligible entity can elect its classifi-
cation for federal tax purposes. Under
§ 301.7701-3(b)(1), unless the entity
elects otherwise, a domestic eligible entity
is a partnership if it has two or more own-
ers or is disregarded as an entity separate
from its owner if it has a single owner.

Section 301.7701—4(a) provides that
the term “trust” refers to an arrangement
created either by will or by an inter vivos
declaration whereby trustees take title to
property for the purpose of protecting and
conserving it for the beneficiaries. Usu-
ally the beneficiaries of a trust do no more
than accept the benefits thereof and are not
voluntary planners or creators of the trust
arrangement. However, the beneficiaries
of a trust may be the persons who create
it, and it will be recognized as a trust if it
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was created for the purpose of protecting
and conserving the trust property for ben-
eficiaries who stand in the same relation
to the trust as they would if the trust had
been created by others for them.

Section 301.7701-4(b) provides that
there are other arrangements known as
trusts because the legal title to property
is conveyed to trustees for the benefit of
beneficiaries, but that are not classified as
trusts for federal tax purposes because they
are not simply arrangements to protect or
conserve the property for the beneficia-
ries. These trusts, which are often known
as business or commercial trusts, generally
are created by the beneficiaries simply as a
device to carry on a profit-making business
that normally would have been carried on
through business organizations that are
classified as corporations or partnerships.

Section 301.7701-4(c)(1) provides that
an “investment” trust will not be classified
as a trust if there is a power under the trust
agreement to vary the investment of the
certificate holders. See Comm’r v. North
American Bond Trust, 122 F.2d 545 (2d
Cir. 1941), cert. denied, 314 U.S. 701
(1942). An investment trust with a single
class of ownership interests, representing
undivided beneficial interests in the assets
of the trust, will be classified as a trust if
there is no power to vary the investment of
the certificate holders.

A power to vary the investment of the
certificate holders exists where there is a
managerial power, under the trust instru-
ment, that enables a trust to take advantage
of variations in the market to improve the
investment of the investors. See Comm’r
v. North American Bond Trust, 122 F.2d at
546.

Rev. Rul. 75-192, 1975-1 C.B. 384,
discusses the situation where a provision in
the trust agreement requires the trustee to
invest cash on hand between the quarterly
distribution dates. The trustee is required
to invest the money in short-term obli-
gations of (or guaranteed by) the United
States, or any agency or instrumentality
thereof, and in certificates of deposit of any
bank or trust company having a minimum
stated surplus and capital. The trustee is
permitted to invest only in obligations ma-
turing prior to the next distribution date
and is required to hold such obligations un-
til maturity. Rev. Rul. 75-192 concludes
that, because the restrictions on the types
of permitted investments limit the trustee
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to a fixed return similar to that earned on
a bank account and eliminate any oppor-
tunity to profit from market fluctuations,
the power to invest in the specified kinds
of short-term investments is not a power
to vary the trust’s investment.

Rev. Rul. 78-371, 1978-2 C.B. 344,
concludes that a trust established by the
heirs of a number of contiguous parcels of
real estate is an association taxable as a
corporation for federal tax purposes where
the trustees have the power to purchase and
sell contiguous or adjacent real estate, ac-
cept or retain contributions of contiguous
or adjacent real estate, raze or erect any
building or structure, make any improve-
ments to the land originally contributed,
borrow money, and mortgage or lease the
property. Compare Rev. Rul. 79-77,
1979-1 C.B. 448 (concluding that a trust
formed by three parties to hold a single
parcel of real estate is classified as a trust
for federal income tax purposes when the
trustee has limited powers that do not evi-
dence an intent to carry on a profit making
business).

Rev. Rul. 92-105, 1992-2 C.B. 204,
addresses the transfer of a taxpayer’s in-
terest in an Illinois land trust under § 1031.
Under the facts of the ruling, a single tax-
payer created an Illinois land trust and
named a domestic corporation as trustee.
Under the deed of trust, the taxpayer trans-
ferred legal and equitable title to real prop-
erty to the trust, subject to the provisions
of an accompanying land trust agreement.
The land trust agreement provided that the
taxpayer retained exclusive control of the
management, operation, renting, and sell-
ing of the real property, together with an
exclusive right to the earnings and pro-
ceeds from the real property. Under the
agreement, the taxpayer was required to
file all tax returns, pay all taxes, and sat-
isfy any other liabilities with respect to the
real property. Rev. Rul 92-105 concludes
that, because the trustee’s only responsi-
bility was to hold and transfer title at the
direction of the taxpayer, a trust, as de-
fined in § 301.7701-4(a), was not estab-
lished. Moreover, there were no other ar-
rangements between the taxpayer and the
trustee (or between the taxpayer and any
other person) that would cause the overall
arrangement to be classified as a partner-
ship (or any other type of entity). Instead,
the trustee was a mere agent for the holding
and transfer of title to real property, and the
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taxpayer retained direct ownership of the
real property for federal income tax pur-
poses.

ANALYSIS

Under Delaware law, DST is an entity
that is recognized as separate from its own-
ers. Creditors of the beneficial owners of
DST may not assert claims directly against
Blackacre. DST may sue or be sued, and
the property of DST is subject to attach-
ment and execution as if it were a corpo-
ration. The beneficial owners of DST are
entitled to the same limitation on personal
liability because of actions of DST that is
extended to stockholders of Delaware cor-
porations. DST may merge or consolidate
with or into one or more statutory entities
or other business entities. DST is formed
for investment purposes. Thus, DST is an
entity for federal tax purposes.

Whether DST or its trustee is an agent
of DST’s beneficial owners depends upon
the arrangement between the parties. The
beneficiaries of DST do not enter into an
agency agreement with DST or its trustee.
Further, neither DST nor its trustee acts as
an agent for A, B, or C in dealings with
third parties. Thus, neither DST nor its
trustee is the agent of DST’s beneficial
owners. Cf. Comm’r v. Bollinger, 485
U.S. 340 (1988).

This situation is distinguishable from
Rev. Rul. 92-105. First, in Rev. Rul.
92-105, the beneficiary retained the direct
obligation to pay liabilities and taxes re-
lating to the property. DST, in contrast,
assumed A’s obligations on the lease with
Z and on the loan with BK, and Delaware
law provides the beneficial owners of DST
with the same limitation on personal liabil-
ity extended to shareholders of Delaware
corporations. Second, unlike A, the bene-
ficiary in Rev. Rul. 92-105 retained the
right to manage and control the trust prop-
erty.

Issue 1. Classification of Delaware
Statutory Trust

Because DST is an entity separate from
its owner, DST is either a trust or a business
entity for federal tax purposes. To deter-
mine whether DST is a trust or a business
entity for federal tax purposes, it is neces-
sary, under § 301.7701-4(c)(1), to deter-
mine whether there is a power under the
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trust agreement to vary the investment of
the certificate holders.

Prior to, but on the same date as, the
transfer of Blackacre to DST, A entered
into a 10-year nonrecourse loan secured by
Blackacre. A also entered into the 10-year
net lease agreement with Z. A’s rights and
obligations under the loan and lease were
assumed by DST. Because the duration of
DST is 10 years (unless Blackacre is dis-
posed of prior to that time), the financing
and leasing arrangements related to Black-
acre that were made prior to the incep-
tion of DST are fixed for the entire life
of DST. Further, the trustee may only in-
vest in short-term obligations that mature
prior to the next distribution date and is re-
quired to hold these obligations until matu-
rity. Because the trust agreement requires
that any cash from Blackacre, and any cash
earned on short-term obligations held by
DST between distribution dates, be dis-
tributed quarterly, and because the disposi-
tion of Blackacre results in the termination
of DST, no reinvestment of such monies is
possible.

The trust agreement provides that the
trustee’s activities are limited to the col-
lection and distribution of income. The
trustee may not exchange Blackacre for
other property, purchase assets other than
the short-term investments described
above, or accept additional contributions
of assets (including money) to DST. The
trustee may not renegotiate the terms of
the debt used to acquire Blackacre and
may not renegotiate the lease with Z or
enter into leases with tenants other than
Z, except in the case of Z’s bankruptcy or
insolvency. In addition, the trustee may
make only minor non-structural modi-
fications to Blackacre, unless otherwise
required by law.

This situation is distinguishable from
Rev. Rul. 78-371, because DST’s trustee
has none of the powers described in Rev.
Rul. 78-371, which evidence an intent to
carry on a profit making business. Because
all of the interests in DST are of a sin-
gle class representing undivided beneficial
interests in the assets of DST and DST’s
trustee has no power to vary the investment
of the certificate holders to benefit from
variations in the market, DST is an invest-
ment trust that will be classified as a trust
under § 301.7701-4(c)(1).
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Issue 2. Exchange of Real Property for
Interests under § 1031

B and C are treated as grantors of the
trust under § 1.671-2(e)(3) when they ac-
quire their interests in the trust from A. Be-
cause they have the right to distributions
of all trust income attributable to their un-
divided fractional interests in the trust, B
and C are each treated, by reason of § 677,
as the owner of an aliquot portion of the
trust and all income, deductions, and cred-
its attributable to that portion are includi-
ble by B and C under § 671 in computing
their taxable income. Because the owner
of an undivided fractional interest of a trust
is considered to own the trust assets attrib-
utable to that interest for federal income
tax purposes, B and C are each considered
to own an undivided fractional interest in
Blackacre for federal income tax purposes.
See Rev. Rul. 85-13.

Accordingly, the exchange of real prop-
erty by B and C for an interest in DST
through a qualified intermediary is the ex-
change of real property for an interest in
Blackacre, and not the exchange of real
property for a certificate of trust or bene-
ficial interest under § 1031(a)(2)(E). Be-
cause Whiteacre and Greenacre are of like
kind to Blackacre, and provided the other
requirements of § 1031 are satisfied, the
exchange of real property for an interest
in DST by B and C will qualify for non-
recognition of gain or loss under § 1031.
Moreover, because DST is a grantor trust,
the outcome to the parties will remain the
same, even if A transfers interests in Black-
acre directly to B and C, and B and C im-
mediately form DST by contributing their
interests in Blackacre.

Under the facts of this case, if DST’s
trustee has additional powers under the
trust agreement such as the power to do
one or more of the following: (i) dis-
pose of Blackacre and acquire new prop-
erty; (ii) renegotiate the lease with Z or
enter into leases with tenants other than
Z; (iii) renegotiate or refinance the obliga-
tion used to purchase Blackacre; (iv) in-
vest cash received to profit from market
fluctuations; or (v) make more than minor
non-structural modifications to Blackacre
not required by law, DST will be a busi-
ness entity which, if it has two or more
owners, will be classified as a partner-
ship for federal tax purposes, unless it is
treated as a corporation under § 7704 or
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elects to be classified as a corporation un-
der § 301.7701-3. In addition, because the
assets of DST will not be owned by the
beneficiaries as coowners under state law,
DST will not be able to elect to be excluded
from the application of subchapter K. See
§ 1.761-2(a)(2)().

HOLDINGS

(1) The Delaware statutory trust de-
scribed above is an investment trust, under
§ 301.7701-4(c), that will be classified as
a trust for federal tax purposes.
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(2) A taxpayer may exchange real prop-
erty for an interest in the Delaware statu-
tory trust described above without recog-
nition of gain or loss under § 1031, if the
other requirements of § 1031 are satisfied.

EFFECT ON OTHER REVENUE
RULINGS

Rev. Rul. 78-371 and Rev. Rul. 92—
105 are distinguished.

195

DRAFTING INFORMATION

The principal author of this revenue rul-
ing is Christopher L. Trump of the Office
of Associate Chief Counsel (Passthroughs
and Special Industries). For further in-
formation regarding this revenue ruling,
contact Christopher L. Trump at (202)
622-3070 (not a toll-free call).
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Part lll. Administrative, Procedural, and Miscellaneous

Health Savings
Accounts—Additional Qs&As

Notice 2004-50

PURPOSE

BACKGROUND

Section 1201 of the Medicare Prescrip-
tion Drug, Improvement, and Moderniza-
tion Act of 2003, Pub. L. No. 108-173,
added section 223 to the Internal Revenue
Code to permit eligible individuals to es-
tablish Health Savings Accounts (HSAs)
for taxable years beginning after Decem-
ber 31, 2003. Notice 2004-2, 2004-2

This notice provides guidance on

Health Savings Accounts.

L Eligible Individuals
Q&A 1. Choice between low-deductible health plan and HDHP
Q&A 2. Eligible for Medicare and contributions to HSA
Q&A 3. Eligible for Medicare and catch-up contributions
Q&A 4. Government retiree and enrollment in Medicare Part B
Q&A 5. Eligible for medical benefits from VA
Q&A 6. Coverage under TRICARE

Q&A 7. HDHP and coverage for one or more specific diseases or illnesses

Q&A 8. Permitted insurance and insurance contracts
Q&A 9. HDHP and discount cards

LR.B. 269, provides certain basic infor-
mation on HSAs in question and answer
format. This notice addresses additional
questions relating to HSAs.!

OUTLINE TABLE OF CONTENTS

The following is an outline of the ques-
tions and answers covered in this notice:

Q&A 10. Employee Assistance Programs (EAPs), disease management programs and wellness programs

Q&A 11. Payroll period other than a calendar month

II. High Deductible Health Plans (HDHPs)
Q&A 12. Family HDHP coverage defined
Q&A 13. State high-risk pools and HDHPs
Q&A 14. Lifetime limit on benefits under HDHPs
Q&A 15. Annual and lifetime limit on specific benefits under HDHPs

Q&A 16. Payments in excess of usual, customary and reasonable (UCR) amounts

Q&A 17. HDHPs without express limit on out-of-pocket expenses
Q&A 18. HDHPs and pre-certification requirements
Q&A 19. HDHPs and increased coinsurance payments

Q&A 20. Cumulative embedded deductibles and out-of-pocket maximum

Q&A 21. Amounts incurred before satisfying deductible and out-of-pocket maximum

Q&A 22. Deductible credit for short year

Q&A 23. Deductible credit after changes in category of coverage

Q&A 24. HDHP deductible and coverage period longer than 12 months
Q&A 25. HDHPs and discounted prices

III. Preventive Care
Q&A 26. Preventive care and treatment of related conditions
Q&A 27. Drugs or medications as preventive care

IV.  Contributions
Q&A 28. Contributions on behalf of eligible individuals
Q&A 29. State government contributions and high-risk pools
Q&A 30. Calculating maximum HSA contributions for family coverage

Q&A 31. Contribution rules for family HDHP coverage and ineligible individuals

Q&A 32. Dividing HSA contributions between spouses

Q&A 33. Contribution limit if covered by both HDHP and post-deductible HRA

Q&A 34. Computation of net income on HSA excess contributions
Q&A 35. Withdrawal of nonexcess HSA contributions

V. Distributions

Q&A 36. Distributions for spouse or dependents covered under non-HDHP

Q&A 37. Mistaken HSA distributions
Q&A 38. Use of distributions where both spouses have HSAs
Q&A 39. Deferred distributions for expenses incurred in prior years

I Specific issues on HSAs are also discussed in Rev. Rul. 200445, 2004-22 LR.B. 971; Rev. Rul. 2004-38, 2004—15 L.R.B. 717; Rev. Proc. 2004-22, 2004—15 L.R.B. 727; Notice 200443,

2004-27 L.R.B. 10; Notice 2004-25, 2004-15 I.R.B. 727; Notice 2004-23, 2004—-15 L.R.B. 725.
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Q&A 40. Distributions for qualified long-term care insurance premiums

Q&A 41. Deduction limits under section 213(d)(10)

Q&A 42. Distributions for long-term care services

Q&A 43. Distributions for retiree’s self-insured retiree coverage

Q&A 44. Distributions to pay health insurance premiums by individuals with end stage renal disease (ESRD)
or disability

Q&A 45. Distributions to pay Medicare premiums

VI. Comparability
Q&A 46. Matching employees’ HSA contributions
Q&A 47. Matching contributions under cafeteria plans
Q&A 48. Comparability and health assessments, disease management or wellness programs
Q&A 49. Comparability and health assessments, disease management or wellness programs under a cafeteria plan
Q&A 50. Comparability and catch-up contributions
Q&A 51. Comparability and full-time employees working less than 12 months
Q&A 52. Testing period for making comparable contributions
Q&A 53. Comparability and eligible individuals’ coverage under employer’s HDHP
Q&A 54. Comparability and after-tax employee contributions

VII. Rollovers
Q&A 55. Frequency of rollovers
Q&A 56. Trustee-to-trustee transfers

VIII. Cafeteria Plans and HSAs
Q&A 57. FSA requirements and HSAs
Q&A 58. Section 125 change in status rules
Q&A 59. HSA offered as new benefit under cafeteria plan
Q&A 60. Accelerated HSA contributions by employer
Q&A 61. Negative elections for HSAs

IX. Account Administration
Q&A 62. Model forms for HSAs
Q&A 63. No joint HSA for husband and wife
Q&A 64. Multiple HSAs
Q&A 65. Permissible investments for HSAs
Q&A 66. Commingling HSA funds
Q&A 67. Prohibited transactions and account beneficiaries
Q&A 68. Prohibited transactions and trustees or custodians
Q&A 69. Administration fees withdrawn from an HSA
Q&A 70. Administration fees and contribution limits
Q&A 71. Administration fees paid directly

X.  Trustees and Custodians
Q&A 72. Insurance company qualifying as HSA trustee or custodian
Q&A 73. Limit on annual HSA contributions acceptable by trustee or custodian
Q&A 74. Tracking maximum annual contribution limit for a particular account beneficiary
Q&A 75. Tracking account beneficiary’s age
Q&A 76. Return of mistaken distributions
Q&A 77. No restrictions on rollovers from HSA
Q&A 78. Acceptance of rollover contributions
Q&A 79. No restrictions on HSA distributions for qualified medical expenses
Q&A 80. Restrictions on frequency or amount of distributions

XI. Other Issues
Q&A 81. Determining eligibility and contribution limits by employer
Q&A 82. Recoupment of HSA contributions by employer
Q&A 83. HSAs and section 105(h)
Q&A 84. HSA contributions and SECA tax
Q&A 85. HSA contributions and the EIC
Q&A 86. HDHP and cost-of-living adjustments
Q&A 87. HSAs and bona-fide residents of Commonwealth of Puerto Rico, American Samoa, the U.S. Virgin
Islands, Guam, the Commonwealth of the Northern Mariana Islands
Q&A 88. C corporation contributions to HSAs of shareholders
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QUESTIONS AND ANSWERS
I. Eligible individuals

Q-1.  If an employer offers an em-
ployee a choice between a low-deductible
health plan and a high-deductible health
plan (HDHP), and the employee selects
coverage only under the HDHP, is the em-
ployee an eligible individual under section
223(c)(1)?

A-1. Yes, if the employee is other-
wise an eligible individual. To determine if
an individual is an eligible individual, the
actual health coverage selected by the in-
dividual is controlling. Thus, it does not
matter that the individual could have cho-
sen, but did not choose, a low-deductible
health plan or other coverage that would
have disqualified the individual from con-
tributing to an HSA.

Q-2. May an otherwise eligible indi-
vidual who is eligible for Medicare, but not
enrolled in Medicare Part A or Part B, con-
tribute to an HSA?

A-2. Yes. Section 223(b)(7) states that
an individual ceases to be an eligible indi-
vidual starting with the month he or she is
entitled to benefits under Medicare. Under
this provision, mere eligibility for Medi-
care does not make an individual ineligi-
ble to contribute to an HSA. Rather, the
term “entitled to benefits under” Medicare
means both eligibility and enrollment in
Medicare. Thus, an otherwise eligible in-
dividual under section 223(c)(1) who is not
actually enrolled in Medicare Part A or
Part B may contribute to an HSA until the
month that individual is enrolled in Medi-
care.

Example (1). Y, age 66, is covered under her em-
ployer’s HDHP. Although Y is eligible for Medicare,
Y is not actually entitled to Medicare because she did
not apply for benefits under Medicare (i.e., enroll in
Medicare Part A or Part B). If Y is otherwise an eligi-
ble individual under section 223(c)(1), she may con-
tribute to an HSA.

Example (2). In August 2004, X attains age 65
and applies for and begins receiving Social Security
benefits. X is automatically enrolled in Medicare. As
of August 1, 2004, X is no longer an eligible individ-
ual and may not contribute to an HSA.

Q-3. May an otherwise eligible indi-
vidual under section 223(c)(1) who is age
65 or older and thus eligible for Medicare,
but is not enrolled in Medicare Part A or
Part B, make the additional catch-up con-
tribution under section 223(b)(3) for per-
sons age 55 or older?
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A-3. Yes. See Notice 2004-2, Q&A
14, on catch-up contributions.

Q—4. Is a government retiree who is
enrolled in Medicare Part B (but not Part
A) an eligible individual under section
223(c)(1)?

A-4. No. Under section 223(b)(7),
an individual who is enrolled in Medicare
may not contribute to an HSA.

Q-5. If an otherwise eligible individ-
ual under section 223(c)(1) is eligible for
medical benefits through the Department
of Veterans Affairs (VA), may he or she
contribute to an HSA?

A-5. An otherwise eligible individ-
ual who is eligible to receive VA medi-
cal benefits, but who has not actually re-
ceived such benefits during the preceding
three months, is an eligible individual un-
der section 223(c)(1). An individual is not
eligible to make HS A contributions for any
month, however, if the individual has re-
ceived medical benefits from the VA at any
time during the previous three months.

Q-6. May an otherwise eligible indi-
vidual who is covered by an HDHP and
also receives health benefits under TRI-
CARE (the health care program for active
duty and retired members of the uniformed
services, their families and survivors) con-
tribute to an HSA?

A-6. No. Coverage options under TRI-
CARE do not meet the minimum annual
deductible requirements for an HDHP un-
der section 223(c)(2). Thus, an individual
covered under TRICARE is not an eligi-
ble individual and may not contribute to an
HSA.

Q-7. May an otherwise eligible indi-
vidual who is covered by both an HDHP
and also by insurance contracts for one or
more specific diseases or illnesses, such
as cancer, diabetes, asthma or congestive
heart failure, contribute to an HSA if the
insurance provides benefits before the de-
ductible of the HDHP is satisfied?

A-7. Yes. Section 223(c)(1)(B)(i)
provides that an eligible individual cov-
ered under an HDHP may also be cov-
ered “for any benefit provided by permit-
ted insurance.” Section 223(c)(3)(B) pro-
vides that the term “permitted insurance”
includes “insurance for a specified disease
or illness.” Therefore, an eligible individ-
ual may be covered by an HDHP and also
by permitted insurance for one or more
specific diseases, such as cancer, diabetes,
asthma or congestive heart failure, as long
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as the principal health coverage is pro-
vided by the HDHP.

Q-8. Must coverage for “permitted in-
surance” described in section 223(c)(3) (li-
abilities incurred under workers’ compen-
sation laws, tort liabilities, liabilities relat-
ing to ownership or use of property, in-
surance for a specified disease or illness,
and insurance paying a fixed amount per
day (or other period) of hospitalization), be
provided under insurance contracts?

A-8. Yes. Benefits for “permitted
insurance” under section 223(c)(3) must
generally be provided through insurance
contracts and not on a self-insured basis.
However, where benefits (such as work-
ers’ compensation benefits) are provided
in satisfaction of a statutory requirement
and any resulting benefits for medical care
are secondary or incidental to other bene-
fits, the benefits will qualify as “permitted
insurance” even if self-insured.

Q-9. May an individual who is cov-
ered by an HDHP and also has a discount
card that enables the user to obtain dis-
counts for health care services or products,
contribute to an HSA?

A-9. Yes. Discount cards that entitle
holders to obtain discounts for health care
services or products at managed care mar-
ket rates will not disqualify an individual
from being an eligible individual for HSA
purposes if the individual is required to pay
the costs of the health care (taking into ac-
count the discount) until the deductible of
the HDHP is satisfied.

Example. An employer provides its employees
with a pharmacy discount card. For a fixed annual
fee (paid by the employer), each employee receives a
card that entitles the holder to choose any participat-
ing pharmacy. During the one-year life of the card,
the card holder receives discounts of 15 percent to 50
percent off the usual and customary fees charged by
the providers, with no dollar cap on the amount of
discounts received during the year. The cardholder is
responsible for paying the costs of any drugs (taking
into account the discount) until the deductible of any
other health plan covering the individual is satisfied.
An employee who is otherwise eligible for an HSA
will not become ineligible solely as a result of having
this benefit.

Q-10. Does coverage under an Em-
ployee Assistance Program (EAP), dis-
ease management program, or wellness
program make an individual ineligible to
contribute to an HSA?

A-10. An individual will not fail to
be an eligible individual under section
223(c)(1)(A) solely because the individual
is covered under an EAP, disease man-
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agement program or wellness program
if the program does not provide signifi-
cant benefits in the nature of medical care
or treatment, and therefore, is not con-
sidered a ‘“health plan” for purposes of
section 223(c)(1). To determine whether
a program provides significant benefits in
the nature of medical care or treatment,
screening and other preventive care ser-
vices as described in Notice 2004-23 will
be disregarded. See also Q&A 48 on in-
centives for employees who participate in
these programs.

Example (1). An employer offers a program that
provides employees with benefits under an EAP, re-
gardless of enrollment in a health plan. The EAP is
specifically designed to assist the employer in im-
proving productivity by helping employees identify
and resolve personal and work concerns that affect
job performance and the work environment. The ben-
efits consist primarily of free or low-cost confiden-
tial short-term counseling to identify an employee’s
problem that may affect job performance and, when
appropriate, referrals to an outside organization, fa-
cility or program to assist the employee in resolv-
ing the problem. The issues addressed during the
short-term counseling include, but are not limited to,
substance abuse, alcoholism, mental health or emo-
tional disorders, financial or legal difficulties, and de-
pendent care needs. This EAP is not a “health plan”
under section 223(c)(1) because it does not provide
significant benefits in the nature of medical care or
treatment.

Example (2). An employer maintains a disease
management program that identifies employees and
their family members who have, or are at risk for,
certain chronic conditions. The disease management
program provides evidence-based information, dis-
ease specific support, case monitoring and coordina-
tion of the care and treatment provided by a health
plan. Typical interventions include monitoring lab-
oratory or other test results, telephone contacts or
web-based reminders of health care schedules, and
providing information to minimize health risks. This
disease management program is not a “health plan”
under section 223(c)(1) because it does not provide
significant benefits in the nature of medical care or
treatment.

Example (3). An employer offers a wellness pro-
gram for all employees regardless of participation
in a health plan. The wellness program provides a
wide-range of education and fitness services designed
to improve the overall health of the employees and
prevent illness. Typical services include education,
fitness, sports, and recreation activities, stress man-
agement and health screenings. Any costs charged to
the individual for participating in the services are sep-
arate from the individual’s coverage under the health
plan. This wellness program is not a “health plan”
under section 223(c)(1) because it does not provide
significant benefits in the nature of medical care or
treatment.

Q-11. If an employee begins HDHP
coverage mid-month, when does the em-
ployee become an eligible individual?
(For example, coverage under the HDHP
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begins on the first day of a biweekly pay-
roll period.)

A-11. Under section 223(b)(2), an el-
igible individual must have HDHP cover-
age as of the first day of the month. An
individual with employer-provided HDHP
coverage on a payroll-by-payroll basis be-
comes an eligible individual on the first
day of the month on or following the first
day of the pay period when HDHP cover-
age begins.

Example. An employee begins HDHP coverage
on the first day of a pay period, which is August
16, 2004, and continues to be covered by the HDHP
throughout 2004. For purposes of contributing to an

HSA, the employee becomes an eligible individual on
September 1, 2004.

I1. High Deductible Health Plans
(HDHPs)

Q-12. What is family HDHP coverage
under section 2237

A-12. Under section 223(c)(4), the
term “family coverage” means any cover-
age other than self-only coverage. Self-
only coverage is a health plan covering
only one individual; self-only HDHP cov-
erage is an HDHP covering only one indi-
vidual if that individual is an eligible indi-
vidual. Family HDHP coverage is a health
plan covering one eligible individual and
at least one other individual (whether or
not the other individual is an eligible in-
dividual).

Example. An individual, who is an eligible indi-
vidual, and his dependent child are covered under an
“employee plus one” HDHP offered by the individ-
ual’s employer. The coverage is family HDHP cov-
erage under section 223(c)(4).

Q-13. Can a state high-risk health in-
surance plan (high-risk pool) qualify as an
HDHP?

A-13. Yes. If the state’s high-risk pool
does not pay benefits below the minimum
annual deductible of an HDHP as set forth
in section 223(c)(2)(A), the plan can qual-
ify as an HDHP.

Q-14. May an HDHP impose a life-
time limit on benefits?

A-14. Yes. An HDHP may impose
a reasonable lifetime limit on benefits
provided under the plan. In such cases,
amounts paid by the covered individ-
ual above the lifetime limit will not be
treated as out-of-pocket expenses in de-
termining the annual out-of-pocket max-
imum. However, a lifetime limit on
benefits designed to circumvent the max-
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imum annual out-of-pocket amount in
section 223(c)(2)(A) is not reasonable.

Example. A health plan has an annual deductible
that satisfies the minimum annual deductible under
section 223(c)(2)(A)(i) for self-only coverage and for
family coverage. After satisfying the deductible, the
plan pays 100 percent of covered expenses, up to a
lifetime limit of $1 million. The lifetime limit of $1
million is reasonable and the health plan is not dis-
qualified from being an HDHP because of the life-
time limit on benefits.

Q-15. If a plan imposes an annual
or lifetime limit on specific benefits, are
amounts paid by covered individuals after
satisfying the deductible treated as out-of-
pocket expenses under section 2237

A-15. The out-of-pocket maximum in
section 223(c)(2)(A) applies only to cov-
ered benefits. Plans may be designed with
reasonable benefit restrictions limiting the
plan’s covered benefits. A restriction or
exclusion on benefits is reasonable only if
significant other benefits remain available
under the plan in addition to the benefits
subject to the restriction or exclusion.

Example (1). In 2004, a self-only health plan
with a $1,000 deductible includes a $1 million life-
time limit on covered benefits. The plan provides no
benefits for experimental treatments, mental health,
or chiropractic care visits. Although the plan pro-
vides benefits for substance abuse treatment, it lim-
its payments to 26 treatments per year, after the de-
ductible is satisfied. Although the plan provides ben-
efits for fertility treatments, it limits lifetime reim-
bursements to $10,000, after the deductible is satis-
fied. Other than these limits on covered benefits, the
plan pays 80 percent of major medical expenses in-
curred after satisfying the deductible. When the 20
percent coinsurance paid by the covered individuals
reaches $4,000, the plan pays 100 percent. Under
these facts, the plan is an HDHP and no expenses
incurred by a covered individual other than the de-
ductible and the 20 percent coinsurance are treated as
out-of-pocket expenses under section 223(c)(2)(A).

Example (2). 1In 2004, a self-only health plan
with a $1,000 deductible imposes a lifetime limit
on reimbursements for covered benefits of $1 mil-
lion. While the plan pays 100 percent of expenses
incurred for covered benefits after satisfying the
deductible, the plan imposes a $10,000 annual limit
on benefits for any single condition. The $10,000 an-
nual limit under these facts is not reasonable because
significant other benefits do not remain available
under the plan. Under these facts, any expenses
incurred by a covered individual after satisfying
the deductible are treated as out-of-pocket expenses
under section 223(c)(2)(A).

Q-16. If a plan limits benefits to
usual, customary and reasonable (UCR)
amounts, are amounts paid by covered
individuals in excess of UCR included in
determining the maximum out-of-pocket
expenses paid?
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A-16. Restricting benefits to UCR is
a reasonable restriction on benefits. Thus,
amounts paid by covered individuals in ex-
cess of UCR that are not paid by an HDHP
are not included in determining maximum
out-of-pocket expenses.

Q-17. Can a plan with no express limit
on out-of-pocket expenses qualify as an
HDHP?

A-17. A health plan without an ex-
press limit on out-of-pocket expenses is
generally not an HDHP unless such limit
is not necessary to prevent exceeding the
out-of-pocket maximum.

Example (1). A plan provides self-only cover-
age with a $2,000 deductible and pays 100 percent of
covered benefits above the deductible. Because the
plan pays 100 percent of covered benefits after the
deductible is satisfied, the maximum out-of-pocket
expenses paid by a covered individual would never
exceed the deductible. Thus, the plan does not re-
quire a specific limit on out-of-pocket expenses to in-
sure that the covered individual will not be subject to
out-of-pocket expenses in excess of the maximum set
forth in section 223(c)(2)(A).

Example (2). A plan provides self-only coverage
with a $2,000 deductible. The plan imposes a life-
time limit on reimbursements for covered benefits of
$1 million. For expenses for covered benefits in-
curred above the deductible, the plan reimburses 80
percent of the UCR costs. The plan includes no ex-
press limit on out-of-pocket expenses. This plan does
not qualify as a HDHP because it does not have a limit
on out-of-pocket expenses.

Example (3). The same facts as Example 2, ex-
cept that after the 20 percent coinsurance paid by the
covered individual reaches $3,000, the plan pays 100
percent of the UCR costs until the $1 million limit is
reached. For the purpose of determining the individ-
ual’s out-of-pocket expenses, the plan only takes into
account the 20 percent of UCR paid by the individ-
ual. This plan satisfies the out-of-pocket limit.

Q-18. A health plan which otherwise
qualifies as an HDHP imposes a flat dollar
penalty on a participant who fails to obtain
pre-certification for a specific provider or
for certain medical procedures. Is the
penalty paid by the covered individual in-
cluded in determining the maximum out-
of-pocket expenses paid?

A-18. No. The penalty is not an out-
of-pocket expense and, therefore, does not
count toward the expense limits in section
223(c)(2)(A).

Q-19. A health plan which other-
wise qualifies as an HDHP generally
requires a 10 percent coinsurance pay-
ment after a covered individual satisfies
the deductible. However, if an individual
fails to get pre-certification for a specific
provider, the plan requires a 20 percent
coinsurance payment. Is the increased
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coinsurance amount included in determin-
ing the maximum out-of-pocket expenses
paid?

A—-19. No. Under the facts set forth,
only the generally applicable 10 percent
coinsurance payment is included in com-
puting the maximum out-of-pocket ex-
penses paid. The result is the same if the
plan imposes a higher coinsurance amount
for an out-of-network provider. See also
Notice 2004-2, Q&A 4.

Q-20. Are cumulative embedded de-
ductibles under family coverage subject to
the out-of-pocket maximum?

A-20. Yes. An HDHP generally must
limit the out-of-pocket expenses paid by
the covered individuals, either by design or

by its express terms.

Example (1). In 2004, a plan which other-
wise qualifies as an HDHP provides family cov-
erage with a $2,000 deductible for each family
member. The plan pays 100 percent of covered
benefits for each family member after that fam-
ily member satisfies the $2,000 deductible.  The
plan contains no express limit on out-of-pocket
expenses. Section 223(c)(2)(A)@ii)(IT) limits the
maximum out-of-pocket expenses to $10,000 for
family coverage. The plan is an HDHP for any
family with two to five covered individuals ($2,000
x 5 = $10,000). However, the plan is not an HDHP
for a family with six or more covered individuals.

Example (2). The same facts as Example 1, ex-
cept that the plan includes an umbrella deductible of
$10,000. The plan reimburses 100 percent of cov-
ered benefits if the family satisfies the $10,000 in the
aggregate, even if no single family member satisfies
the $2,000 embedded deductible. This plan qualifies
as an HDHP for the family, regardless of the number
of covered individuals.

Q-21. Are amounts incurred by an
individual for medical care before a health
plan’s deductible is satisfied included in
computing the plan’s out-of-pocket ex-
penses under section 223(c)(2)(A)?

A-21. A health plan’s out-of-pocket
limit includes the deductible, co-pay-
ments, and other amounts, but not premi-
ums. Notice 2004-2, Q&A 3. Amounts
incurred for noncovered benefits (includ-
ing amounts in excess of UCR and finan-
cial penalties) also are not counted toward
the deductible or the out-of-pocket limit.
If a plan does not take copayments into
account in determining if the deductible
is satisfied, the copayments must still be
taken into account in determining if the

out-of-pocket maximum is exceeded.
Example. 1In 2004, a health plan has a $1,000 de-
ductible for self-only coverage. After the deductible
is satisfied, the plan pays 100 percent of UCR for cov-
ered benefits. In addition, the plan pays 100 per-
cent for preventive care, minus a $20 copayment per
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screening. The plan does not take into account co-
payments in determining if the $1,000 deductible has
been satisfied. The copayments must be included in
determining if the plan meets the out-of-pocket max-
imum. Unless the plan includes an express limit on
out-of-pocket expenses taking into account the co-
payments, or limits the copayments to $4,000, the
plan is not an HDHP.

Q-22. If an employer changes health
plans mid-year, does the new health plan
fail to satisfy section 223(c)(2)(A) merely
because it provides a credit towards the de-
ductible for expenses incurred during the
previous health plan’s short plan year and
not reimbursed?

A-22. No. If the period during which
expenses are incurred for purposes of sat-
isfying the deductible is 12 months or less
and the plan satisfies the requirements for
an HDHP, the new plan’s taking into ac-
count expenses incurred during the prior
plan’s short plan year (whether or not the
prior plan is an HDHP) and not reim-
bursed, does not violate the requirements
of section 223(c)(2)(A).

Example.  An employer with a calendar year
health plan switches from a non-HDHP plan to a new
plan with the first day of coverage under the new
plan of July 1. The annual deductible under the new
plan satisfies the minimum annual deductible for
an HDHP under section 223(c)(2)(A)(i) and counts
expenses incurred under the prior plan during the
first six months of the year in determining if the new
plan’s annual deductible is satisfied. The new plan
satisfies the HDHP deductible limit under section
223(c)(2)(A).

Q-23. If an eligible individual changes
coverage during the plan year from
self-only HDHP coverage to family HDHP
coverage, does the individual (or any other
person covered under the family coverage)
fail to be covered by an HDHP merely be-
cause the family HDHP coverage takes
into account expenses incurred while the
individual had self-only coverage?

A-23. No.

Example. An eligible individual has self-only
coverage from January 1 through March 31, marries
in March and from April 1 through December 31,
has family coverage under a plan otherwise quali-
fying as an HDHP. The family coverage plan ap-
plies expenses incurred by the individual from Jan-
uary through March toward satisfying the family de-
ductible. The individual does not fail to be covered
by an HDHP. The family coverage satisfies the de-
ductible limit in section 223(c)(2)(A)(1)(II). The in-
dividual’s contribution to an HSA is based on three
months of the self-only coverage (i.e., 3/12 of the de-
ductible for the self-only coverage) and nine months
of family coverage (9/12 of the deductible for family
coverage).

Q-24. How are the minimum de-
ductible in section 223(c)(2)(A) for an
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HDHP and the maximum contribution to
an HSA in section 223(b) calculated when
the period for satisfying a health plan’s
deductible is longer than 12 months?

A-24. The deductible limits in sec-
tion 223(c)(2)(A) are based on 12 months.
If a plan’s deductible may be satisfied
over a period longer than 12 months, the
minimum annual deductible under sec-
tion 223(c)(2)(A) must be increased to
take into account the longer period in de-
termining if the plan satisfies the HDHP
deductible requirements. The adjustment
will be done as follows:

(1) Multiply the minimum annual de-
ductible in section 223(c)(2)(A)(i) (as ad-
justed under section 223(g)) by the num-
ber of months allowed to satisfy the de-
ductible.

(2) Divide the amount in (1) above by
12.  This is the adjusted deductible for
the longer period that is used to test for
compliance with section 223(c)(2)(A).

(3) Compare the amount in (2) to the
plan’s deductible. If the plan’s deductible
equals or exceeds the amount in (2), the
plan satisfies the requirements for the min-
imum deductible in section 223(c)(2)(A).
(Note that the deductible for an HDHP
may not exceed the out-of-pocket maxi-
mum under section 223(c)(2)(A)(ii).)

If the plan qualifies as an HDHP, an
eligible individual’s maximum annual
HSA contribution will be the lesser of the
amounts in (1) or (2) below:

(1) Divide the plan’s deductible by the
number of months allowed to satisfy the
deductible, and multiply this amount by
12;

(2) The statutory amount in sec-
tion 223(b)(2)(A)(ii) for self-only cov-
erage ($2,600 in 2004) or section
223(b)(2)(B)(ii)) for family coverage
($5,150 in 2004), as applicable.

Example.  For 2004, a health plan takes into
account medical expenses incurred in the last three
months of 2003 to satisfy its deductible for calen-
dar year 2004. The plan’s deductible for self-only
coverage is $1,500 and covers 15 months (the last
three months of 2003 and 12 months of 2004). To
determine if the plan’s deductible satisfies sec-
tion 223(c)(2)(A) the following calculations are
performed: (1) multiply $1,000, the minimum an-
nual deductible in section 223(c)(2)(A)(i), by 15,
the number of months in which expenses incurred
are taken into account to satisfy the deductible, =
$15,000; (2) divide $15,000 by 12 = $1,250; (3) The
HDHP minimum deductible for self-only coverage

for 15 months must be at least $1,250. Because
the plan’s deductible, $1,500, exceeds $1,250, the
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plan’s self-only coverage satisfies the deductible
rule in section 223(c)(2)(A). The maximum annual
HSA contribution in 2004 for an eligible individual
with self-only coverage under these facts is $1,200,
the lesser of (1) ($1,500/15) X 12 = $1,200; or (2)
$2,600.

Q-25. A health plan which otherwise
meets the definition of an HDHP negoti-
ates discounted prices for health care ser-
vices from providers. Covered individuals
receive benefits at the discounted prices,
regardless of whether they have satisfied
the plan’s deductible. Do the discounted
prices prevent the health plan from being
an HDHP as defined in section 223(c)(2)?

A-25. No.

II1. Preventive care

Q-26. Does a preventive care service
or screening that also includes the treat-
ment of a related condition during that pro-
cedure come within the safe harbor for pre-
ventive care in Notice 2004-23?

A-26. Yes. Although Notice 2004-23
states that preventive care generally does
not include any service or benefit intended
to treat an existing illness, injury, or con-
dition, in situations where it would be un-
reasonable or impracticable to perform an-
other procedure to treat the condition, any
treatment that is incidental or ancillary to a
preventive care service or screening as de-
scribed in Notice 2004-23 also falls within
the safe-harbor for preventive care. For
example, removal of polyps during a diag-
nostic colonoscopy is preventive care that
can be provided before the deductible in an
HDHP has been satisfied.

Q-27. To what extent do drugs or
medications come within the safe-harbor
for preventive care services under section
223(c)(2)(C)?

A-27. Notice 2004-23 sets out a
preventive care deductible safe harbor
for HDHPs under section 223(c)(2)(C).
Solely for this purpose, drugs or medica-
tions are preventive care when taken by a
person who has developed risk factors for
a disease that has not yet manifested itself
or not yet become clinically apparent (i.e.,
asymptomatic), or to prevent the reoccur-
rence of a disease from which a person
has recovered. For example, the treatment
of high cholesterol with cholesterol-low-
ering medications (e.g., statins) to prevent
heart disease or the treatment of recov-
ered heart attack or stroke victims with
Angiotensin-converting Enzyme (ACE)
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inhibitors to prevent a reoccurrence, con-
stitute preventive care. In addition, drugs
or medications used as part of procedures
providing preventive care services speci-
fied in Notice 2004-23, including obesity
weight-loss and tobacco cessation pro-
grams, are also preventive care. However,
the preventive care safe harbor under sec-
tion 223(c)(2)(C) does not include any
service or benefit intended to treat an
existing illness, injury, or condition, in-
cluding drugs or medications used to treat
an existing illness, injury or condition.

IV. Contributions

Q-28. 'Who may make contributions
on behalf of an eligible individual?

A-28.  Although Q&A 11 of Notice
2004-2 only refers to contributions by em-
ployers or family members, any person
(an employer, a family member or any
other person) may make contributions to
an HSA on behalf of an eligible individ-
ual.

Q-29. May a state government make
an HSA contribution on behalf of eligi-
ble individuals insured under the state’s
comprehensive health insurance programs
for high-risk individuals (state high-risk
pool)?

A-29. Yes. See also Q&A 13.

Q-30. How is the maximum an-
nual HSA contribution limit in section
223(b)(2) determined for an eligible in-
dividual with family coverage under an
HDHP that includes embedded individual
deductibles and an umbrella deductible?

A-30. Generally, under section 223
(b)(2)(B), the maximum annual HSA con-
tribution limit for an eligible individual
with family coverage under an HDHP
(without regard to catch-up contributions)
is the lesser of: (1) the annual deductible
under the HDHP, or (2) the statutory limit
on family coverage contributions as in-
dexed by section 223(g). An HDHP often
has a stated maximum amount of expenses
the family could incur before receiving
benefits (i.e., the umbrella deductible), but
also provides payments for covered med-
ical expenses if any individual member
of the family incurs medical expenses in
excess of the minimum annual deductible
in section 223(c)(2)(A)({)II) (the embed-
ded individual deductible). The maximum
annual HSA contribution limit for an eli-
gible individual who has family coverage
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under an HDHP with embedded individual
deductibles and an umbrella deductible as
described above, is the least of the follow-
ing amounts:

1. the maximum annual contribution
limit for family coverage specified in
section 223(b)(2)(B)(ii) ($5,150 for
calendar year 2004);

2. the umbrella deductible; or

3. the embedded individual deductible
multiplied by the number of family
members covered by the plan.

See Notice 2004-2, Q&A 3, which re-
quires that the embedded individual de-
ductible satisfy the minimum annual de-
ductible for an HDHP.

Example (1). In 2004, H and W, a married cou-
ple, have HDHP coverage for themselves and their
two dependent children. The HDHP will pay bene-
fits for any family member whose covered expenses
exceed $2,000 (the embedded individual deductible),
and will pay benefits for all family members after
their covered expenses exceed $5,000 (the umbrella
deductible). The maximum annual contribution limit
under section 223(b)(2)(B)(ii) is $5,150. The embed-
ded deductible multiplied by the number of family
members covered is $8,000 (4 X $2,000). The max-
imum annual contribution which H and W can make
to their HSAs is $5,000 (the least of $5,000, $5,150
or $8,000). The $5,000 limit is divided equally be-
tween H and W, unless they agree to a different divi-
sion. See Q&A 32 and Notice 2004-2, Q&A 15.

Example (2). The same facts as Example 1, ex-
cept the HDHP provides coverage only for H and W.
The maximum annual contribution limit under sec-
tion 223(b)(2)(B)(ii) is $5,150. The umbrella de-
ductible is $5,000. The embedded individual de-
ductible multiplied by the number of family members
covered is $4,000 (2 X $2,000). The maximum an-
nual contribution which H and W can make to their
HSAs for 2004 is $4,000 (the least of $5,000, $5,150
or $4,000).

Q-31. How do the maximum annual
HSA contribution limits apply to family
HDHP coverage that may include an inel-
igible individual?

A-31. The maximum annual HSA con-
tribution for a married couple with family
HDHP coverage is the lesser of: (1) the
lowest HDHP family deductible appli-
cable to the family (minimum $2,000)
or (2) the section 223(b)(2)(B) statutory
maximum ($5,150 in 2004). Although
the special rule for married individuals in
section 223(b)(5) generally allows a mar-
ried couple to divide the maximum HSA
contribution between spouses, if only one
spouse is an eligible individual, only that
spouse may contribute to an HSA (not-
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withstanding the treatment under section
223(b)(5)(A) of both spouses as having
only family coverage). For an HDHP
with embedded individual deductibles see

Q&A 30.

Example (1). In 2004, H and W are a married
couple and neither qualifies for catch-up contribu-
tions under section 223(b)(3). H and W have fam-
ily HDHP coverage with a $5,000 deductible. H is
an eligible individual and has no other coverage. W
also has self-only coverage with a $200 deductible.
W, who has coverage under a low-deductible plan, is
not an eligible individual. H may contribute $5,000
(the lesser of $5,000 or $5,150) to an HSA while W
may not contribute to an HSA.

Example (2). The same facts as Example 1, ex-
cept that, in addition to the family HDHP with a
$5,000 deductible, W has self-only HDHP coverage
with a $2,000 deductible rather than self-only cover-
age with a $200 deductible. Both H and W are el-
igible individuals. H and W are treated as having
only family coverage under section 223(b)(5). The
maximum combined HSA contribution by H and W
is $5,000, to be divided between them by agreement.

Example (3). The same facts as Example 1, ex-
cept that, in addition to the family HDHP with a
$5,000 deductible, W has family HDHP coverage
with a $3,000 deductible rather than self-only cover-
age with a $200 deductible. Both H and W are eligi-
ble individuals. H and W are treated as having fam-
ily HDHP coverage with the lowest annual deductible
under section 223(b)(5)(A). The maximum combined
HSA contribution by Hand W is $3,000, to be divided
between them by agreement.

Example (4). The same facts as Example 1, ex-
cept that, in addition to family coverage under the
HDHP with a $5,000 deductible, W has family cover-
age with a $500 deductible rather than self-only cov-
erage with a $200 deductible. H and W are treated
as having family coverage with the lowest annual de-
ductible under section 223(b)(5)(A). Neither H nor W
is an eligible individual and neither may contribute to
an HSA.

Example (5). The same facts as Example 1,
except that, in addition to the family HDHP with
a $5,000 deductible, W is enrolled in Medicare
rather than having self-only coverage with a $200
deductible. W is not an eligible individual. H may
contribute $5,000 to an HSA while W may not con-
tribute to an HSA.

Example (6). Individual X is a single individual
who does not qualify for catch-up contributions. X is
an eligible individual and has a dependent. X and his
dependent have family HDHP coverage with a $5,000
deductible. The dependent also has self-only cover-
age with a $200 deductible. X may contribute $5,000
to an HSA while the dependent may not contribute to
an HSA.

Q-32. How may spouses agree to
divide the annual HSA contribution limit
between themselves?

A-32. Section 223(b)(5) provides
special rules for married individuals and
states that HSA contributions (without
regard to the catch-up contribution) “shall
be divided equally between them unless
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they agree on a different division.” Thus,
spouses can divide the annual HSA con-
tribution in any way they want, including
allocating nothing to one spouse. See also
Notice 2004-2, Q&A 15.

Example. In 2004, X, an eligible individual, has
self-only HDHP coverage with a $1,200 deductible
from January 1 through March 31. In March, X and Y
marry. Neither X nor Y qualifies for the catch-up con-
tribution. From April 1 through December 31, 2004,
X and Y have HDHP family coverage with a $2,400
deductible. Y is an eligible individual from April 1
through December 31, 2004. X and Y’s contribution
limit for the nine months of family coverage is $1,800
(nine months of the deductible for family coverage.
9/12 x $2,400). X and Y divide the $1,800 between
them. X’s contribution limit to his HSA for the three
months of single coverage is $300 (three months of
the deductible for self-only coverage. 3/12 x $1,200).
The $300 limit is not divided between X and Y. See
also Q&A 23.

Q-33. What is the contribution limit
for an eligible individual covered by an
HDHP and also by a post-deductible health
reimbursement arrangement (HRA)?

A-33. Rev. Rul. 200445, Situation 4,
describes a post-deductible HRA that does
not pay or reimburse any medical expense
incurred before the minimum annual de-
ductible under section 223(c)(2)(A)(i) is
satisfied. The ruling states that the de-
ductible for the HRA need not be the
same as the deductible for the HDHP,
but in no event may the HDHP or other
coverage provide benefits before the min-
imum annual deductible under section
223(c)(2)(A)(i) is satisfied. Where the
HDHP and the other coverage do not
have identical deductibles, contributions
to the HSA are limited to the lower of
the deductibles. In addition, although the
deductibles of the HDHP and the other
coverage may be satisfied independently
by separate expenses, no benefits may be
paid by the HDHP or the other coverage
before the minimum annual deductible
under section 223(c)(2)(A)(i) has been
satisfied.

Example. In 2004, an individual has self-only
coverage under an HDHP with a deductible of
$2,500. The individual is also covered under a
post-deductible HRA (as described in Rev. Rul.
2004-45) which pays or reimburses qualified med-
ical expenses only after $2,000 of the HDHP’s
deductible has been satisfied (i.e., if the individual
incurs covered medical expenses of $2,250, the HRA
will pay $250). Because the HRA’s deductible of
$2,000 is less than the HDHP’s deductible of $2,500,
the individual’s HSA contribution limit is $2,000.

Q-34. An account beneficiary wants
to withdraw an excess contribution from
an HSA before the due date of his or her
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federal income tax return (including exten-
sions), to avoid the 6 percent excise tax
under section 4973(a)(5). How is the net
income attributable to the excess contribu-
tion computed?

A-34.  Section 223(f)(3)(A)(ii) pro-
vides that any distribution of excess con-
tribution to an HSA must be “accompanied
by the amount of net income attributable
to such excess contribution.” Any net in-
come is included in the individual’s gross
income. The rules for computing attribut-
able net income for excess IRA contribu-
tions apply to HSAs.  See Treas. Reg.
§ 1.408-11 and Notice 2004-2, Q&A 22.

Q-35. May an individual who has not
made excess HSA contributions treat a dis-
tribution from an HSA other than for qual-
ified medical expenses as the withdrawal
of excess HSA contributions?

A-35. No. This withdrawal is deemed
a withdrawal for non-qualified medical ex-
penses and includable in the individual’s
gross income under section 223(f)(2).
(The additional tax under section 223(f)(4)
also applies, unless otherwise excepted).

V. Distributions

Q-36. If an account beneficiary’s
spouse or dependents are covered under a
non-HDHP, are distributions from an HSA
to pay their qualified medical expenses
excluded from the account beneficiary’s
gross income?

A-36. Yes. Distributions from an
HSA are excluded from income if made
for any qualified medical expense of the
account beneficiary, the account benefi-
ciary’s spouse and dependents (without re-
gard to their status as eligible individuals).
However, distributions made for expenses
reimbursed by another health plan are not
excludable from gross income, whether or
not the other health plan is an HDHP. See
Notice 2004-2, Q&A 26.

Q-37. An account beneficiary receives
an HSA distribution as the result of a mis-
take of fact due to reasonable cause (e.g.,
the account beneficiary reasonably, but
mistakenly, believed that an expense was
a qualified medical expense and was re-
imbursed for that expense from the HSA).
The account beneficiary then repays the
mistaken distribution to the HSA. Is the
mistaken distribution included in gross
income under section 223(f)(2) and sub-
ject to the 10 percent additional tax under
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section 223(f)(4) or subject to the excise
tax on excess contributions under section
4973(a)(5)?

A-37. If there is clear and convinc-
ing evidence that amounts were distributed
from an HSA because of a mistake of fact
due to reasonable cause, the account ben-
eficiary may repay the mistaken distribu-
tion no later than April 15 following the
first year the account beneficiary knew or
should have known the distribution was a
mistake. Under these circumstances, the
distribution is not included in gross in-
come under section 223(f)(2), or subject to
the 10 percent additional tax under section
223(f)(4), and the repayment is not subject
to the excise tax on excess contributions
under section 4973(a)(5). But see Q&A 76
on the trustee’s or custodian’s obligation to
accept a return of mistaken distributions.

Q-38. If both spouses have HSAs
and one spouse uses distributions from
his or her HSA to pay or reimburse the
section 213(d) qualified medical expenses
of the other spouse, are the distributions
excluded from the account beneficiary’s
gross income under section 223(f)?

A-38. Yes. However, both HSAs may
not reimburse the same expense amounts.

Q-39. When must a distribution from
an HSA be taken to pay or reimburse, on a
tax-free basis, qualified medical expenses
incurred in the current year?

A-39. An account beneficiary may de-
fer to later taxable years distributions from
HSAs to pay or reimburse qualified med-
ical expenses incurred in the current year
as long as the expenses were incurred after
the HSA was established. Similarly, a dis-
tribution from an HSA in the current year
can be used to pay or reimburse expenses
incurred in any prior year as long as the
expenses were incurred after the HSA was
established. Thus, there is no time limit on
when the distribution must occur. How-
ever, to be excludable from the account
beneficiary’s gross income, he or she must
keep records sufficient to later show that
the distributions were exclusively to pay or
reimburse qualified medical expenses, that
the qualified medical expenses have not
been previously paid or reimbursed from
another source and that the medical ex-
penses have not been taken as an itemized
deduction in any prior taxable year. See
Notice 2004-2, Q&A 31 and also Notice
2004-25, for transition relief in calendar
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year 2004 for reimbursement of medical

expenses incurred before opening an HSA.

Example.  An eligible individual contributes
$1,000 to an HSA in 2004. On December 1, 2004,
the individual incurs a $1,500 qualified medical
expense and has a balance in his HSA of $1,025. On
January 3, 2005, the individual contributes another
$1,000 to the HSA, bringing the balance in the HSA
to $2,025. In June, 2005, the individual receives
a distribution of $1,500 to reimburse him for the
$1,500 medical expense incurred in 2004. The indi-
vidual can show that the $1,500 HSA distribution in
2005 is a reimbursement for a qualified medical ex-
pense that has not been previously paid or otherwise
reimbursed and has not been taken as an itemized
deduction. The distribution is excludable from the
account beneficiary’s gross income.

Q-40. May an account beneficiary pay
qualified long-term care insurance pre-
miums with distributions from an HSA
if contributions to the HSA are made by
salary-reduction though a section 125
cafeteria plan?

A—40. Yes. Section 125(f) provides
that the term “qualified benefit” under a
section 125 cafeteria plan shall not in-
clude any product which is advertised,
marketed, or offered as long-term care
insurance. However, for HSA purposes,
section 223(d)(2)(C)(ii) provides that the
payment of any expense for coverage un-
der a qualified long-term care insurance
contract (as defined in section 7702B(b))
is a qualified medical expense. Where an
HSA that is offered under a cafeteria plan
pays or reimburses individuals for quali-
fied long-term care insurance premiums,
section 125(f) is not applicable because it
is the HSA and not the long-term care in-
surance that is offered under the cafeteria
plan.

Q-41. Do the section 213(d)(10) lim-
its on the deduction for “eligible long-term
care premiums” restrict the amount of dis-
tributions for qualified medical expenses
that may be excluded from income under
an HSA?

A—41.  Yes.  “Eligible long-term
care premiums” are deductible medical
expenses under section 213, but the de-
duction is limited to the annually adjusted
amounts in section 213(d)(10) (based on
age). See Rev. Proc. 2003-85 § 3.18,
2003-49 I.R.B. 1184 for the 2004 limits.
Thus, although HSA distributions to pay
or reimburse qualified long-term care in-
surance premiums are qualified medical
expenses, the exclusion from gross income
is limited to the adjusted amounts under
section 213(d)(10). Any excess premium
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reimbursements are includable in gross
income and may also be subject to the 10

percent penalty under section 223(f)(4).

Example. In 2004, X, age 41, pays premiums of
$1,290 for a qualified long term care insurance con-
tract. The section 213(d)(10) limit in calendar year
2004 for deductions for persons age 40, but not more
than 50, is $490. X’s HSA can reimburse X up to
$490 on a tax-free basis for the long-term care pre-
miums. The remaining $800 ($1,290-$490), if reim-
bursed from the HSA, is not for qualified medical ex-
penses and is includable in gross income.

Q-42. Are distributions from an HSA
for long-term care services qualified med-
ical expenses which are excluded from in-
come?

A—42. Yes. Section 106(c) provides
that employer-provided coverage for
long-term care services provided through
a flexible spending or similar arrange-
ment are included in an employee’s gross
income. Section 213(d)(1)(C) provides
that amounts paid for qualified long-term
care services are medical care and section
223(f)(1) provides that amounts paid or
distributed out of an HSA used to pay
for qualified medical expenses are not
includible in gross income. Qualified
medical expenses are amounts paid for
medical care (as defined in section 213(d))
for the account beneficiary, his or her
spouse and dependents. Although section
106(c) applies to benefits provided by a
flexible spending or similar arrangement,
it does not apply to distributions from
an HSA, which is a personal health care
savings vehicle used to pay for qualified
medical expenses through a trust or cus-
todial account, whether or not the HSA is
funded by salary-reduction contributions
through a section 125 cafeteria plan.

Q—43. May a retiree who is age 65 or
older receive tax-free distributions from an
HSA to pay the retiree’s contribution to
an employer’s self-insured retiree health
coverage?

A—43. Yes. Pursuant to section 223
(d)(2)(B), the purchase of health insurance
is generally not a qualified medical ex-
pense that can be paid or reimbursed by an
HSA. See Notice 2004-2, Q&A 27. How-
ever, section 223(d)(2)(C)(iv) provides an
exception for coverage for health insur-
ance once an account beneficiary has at-
tained age 65. The exception applies to
both insured and self-insured plans.

Q-44. May an individual who is un-
der age 65 and has end stage renal disease
(ESRD) or is disabled receive tax-free dis-
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tributions from an HSA to pay for health
insurance premiums?

A-44. No. Section 223(d)(2)(B)
provides that health insurance may not
be paid by an HSA. However, section
223(d)(2)(C)(iv) provides that payment of
health insurance premiums are qualified
medical expenses, but only in the case of
an account beneficiary who has attained
the age specified in section 1811 of the
Social Security Act (i.e., age 65).

Q-45. If a retiree who is enrolled
in Medicare receives a distribution from
an HSA to reimburse the retiree’s Medi-
care premiums, is the reimbursement a
qualified medical expense under section
223(d)(2)?

A-45. Yes. Where premiums for
Medicare are deducted from Social Secu-
rity benefit payments, an HSA distribu-
tion to reimburse the Medicare beneficiary
equal to the Medicare premium deduction
is a qualified medical expense.

VI. Comparability

Q-46. Does an employer who offers
to make available a contribution to the
HSA of each employee who is an eligi-
ble individual in an amount equal to the
employee’s HSA contribution or a per-
centage of the employee’s HSA contribu-
tion (i.e., “matching contributions”) satisfy
the requirement under section 4980G that
all comparable participating employees re-
ceive comparable contributions?

A-46. If all employees who are eligi-
ble individuals do not contribute the same
amount to their HSAs and, consequently,
do not receive comparable contributions to
their HSAs, the section 4980G compara-
bility rules are not satisfied, notwithstand-
ing that the employer offers to make avail-
able the same contribution amount to each
employee who is an eligible individual.
But see Q&A 47 on comparable contribu-
tions made through a cafeteria plan.

Q-47. If an employer makes contribu-
tions through a cafeteria plan to the HSA
of each employee who is an eligible indi-
vidual in an amount equal to the amount of
the employee’s HSA contribution or a per-
centage of the amount of the employee’s
HSA contribution (i.e., “matching contri-
butions”), are the contributions subject to
the section 4980G comparability rules?

A—47. No. The conference report for
the Medicare Prescription Drug, Improve-
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ment, and Modernization Act of 2003
states that the comparability rules do not
apply to contributions made through a
cafeteria plan. Conf. Rep. No. 391,
108" Cong., 1! Sess. 840 (2003). No-
tice 2004-2, Q&A 32 similarly provides
that the comparability rules do not ap-
ply to HSA contributions made through
a cafeteria plan. Thus, where matching
contributions are made by an employer
through a cafeteria plan, the contributions
are not subject to the comparability rules
of section 4980G. However, contributions,
including “matching contributions”, to an
HSA made under a cafeteria plan are sub-
ject to the section 125 nondiscrimination
rules (eligibility rules, contributions and
benefits tests and key employee concen-
tration tests). See section 125(b), (¢) and

(g) and Prop. Treas. Reg. § 1.125-1,
Q&A 19.
Q-48. If an employer conditions

contributions by the employer to an em-
ployee’s HSA on an employee’s partic-
ipation in health assessments, disease
management programs or wellness pro-
grams and makes the same contributions
available to all employees who partici-
pate in the programs, do the contributions
satisfy the section 4980G comparability
rules?

A—48. If all eligible employees do not
elect to participate in all the programs
and consequently, all employees who are
eligible individuals do not receive com-
parable contributions to their HSAs, the
employer contributions fail to satisfy the
section 4980G comparability rules. But
see Q&A 49 on comparable contributions
made through a cafeteria plan.

Q-49. If under the employer’s cafete-
ria plan, employees who are eligible indi-
viduals and who participate in health as-
sessments, disease management programs
or wellness programs receive an employer
contribution to an HSA, unless the em-
ployee elects cash, are the contributions
subject to the section 4980G comparabil-
ity rules?

A-49. No. The comparability rules
under section 4980G do not apply to em-
ployer contributions to an HSA through a
cafeteria plan.

Q-50. If an employer offers to make
available additional HSA contributions to
all employees who are eligible individu-
als and who have attained a specified age
or who qualify for the additional contri-

2004-33 I.R.B.



butions under section 223(b)(3) (catch-up
contributions), do the contributions satisfy
the section 4980G comparability rules?

A-50. No. If all employees who are
eligible individuals do not meet the age
requirement or do not qualify for the
additional contributions under section
223(b)(3), all employees who are eligible
individuals do not receive comparable
contributions to their HSAs and the em-
ployer contributions fail to satisfy the
section 4980G comparability rules.

Q-51. How do the comparability rules
in section 4980G apply to employer contri-
butions to employees’ HSAs if some em-
ployees work full-time during the entire
calendar year, and other employees work
full-time for less than the entire calendar
year?

A-51. An employer contributing to
HSAs of employees who work full-time
for less than twelve months, satisfies the
comparability rules if the contribution
amount is comparable when determined
on a month-to-month basis. For example,
if the employer contributes $240 to the
HSAs of each full-time employee who
works the entire calendar year, the em-
ployer must contribute $60 to the HSA
of a full-time employee who works three
months of the year. See section 4980G(b)
and section 4980E(d)(2)(B). See also No-
tice 2004-2, Q&A 32 on comparability
rules for part-time employees (i.e., em-
ployees who are customarily employed for
fewer than 30 hours per week).

Q-52. What is the testing period for
making comparable contributions to em-
ployees” HSAs?

A-52. To satisfy the comparability rule
in section 4980G, an employer must make
comparable contributions for the calendar
year to HSAs of employees who are eli-
gible individuals. See section 4980G and
section 4980E(d).

Q-53. Under section 4980G, must an
employer make comparable contributions
to all employees who are eligible individ-
uals or only to those employees who are el-
igible individuals and are also covered by
an HDHP provided by the employer?

A-53. Ifduring a calendar year, an em-
ployer contributes to the HSA of any em-
ployee covered under an HDHP provided
by the employer, the employer is required
to make comparable contributions to all el-
igible individuals with coverage under any

2004-33 I.R.B.

HDHP provided by the employer. An em-
ployer that contributes to the HSAs of em-
ployees with coverage under the HDHP
provided by the employer is not required to
make comparable contributions to HSAs
of employees who are not covered un-
der the HDHP provided by the employer.
However, an employer that contributes to
the HSA of any eligible individual with
coverage under any HDHP, even if that
coverage is not an HDHP of the employer,
must make comparable contributions to all
eligible individuals whether or not covered
under an HDHP of the employer. See also
Notice 2004-2, Q&A 32.

Example (1). An employer offers an HDHP to
its full-time employees. Most full-time employees
are covered under the employer’s HDHP and the em-
ployer makes comparable contributions only to these
employees’” HSAs. Employee D, a full-time em-
ployee and an eligible individual (as defined in sec-
tion 223(c)(1)), is covered under his spouse’s HDHP
and not under his employer’s HDHP. The employer
is not required to make comparable contributions to
D’s HSA.

Example (2). An employer does not offer an
HDHP. Several full-time employees, who are eligi-
ble individuals (as defined in section 223(c)(1)), have
HSAs. The employer contributes to these employ-
ees’ HSAs. The employer must make comparable
contributions to the HSAs of all full-time employees
who are eligible individuals.

Example (3). An employer offers an HDHP
to its full-time employees.  Most full-time em-
ployees are covered under the employer’s HDHP
and the employer makes comparable contributions
to these employees’ HSAs and also to HSAs of
full-time employees not covered under the em-
ployer’s HDHP. Employee E, a full-time employee
and an eligible individual (as defined in section
223(c)(1)), is covered under his spouse’s HDHP and
not under his employer’s HDHP.  The employer
must make comparable contributions to E’s HSA.

Q-54. If an employee requests that his
or her employer deduct after-tax amounts
from the employee’s compensation and
forward these amounts as employee con-
tributions to the employee’s HSA, do the
section 4980G comparability rules apply
to these amounts?

A-54. No. Section 106(d) provides that
amounts contributed by an employer to an
eligible employee’s HSA shall be treated
as employer-provided coverage for medi-
cal expenses and excludable from the em-
ployee’s gross income up to the limit in
section 223(b). After-tax employee contri-
butions to the HSA are not subject to sec-
tion 4980G because they are not employer
contributions under section 106(d). See
Notice 2004-2, Q& A 12 on aggregation of
HSA contributions.

205

VII. Rollovers

Q-55. How frequently may an account
beneficiary make rollover contributions to
an HSA under section 223(f)(5)?

A-55. An account beneficiary may
make only one rollover contribution to an
HSA during a 1-year period. In addition,
to qualify as a rollover, any amount paid
or distributed from an HSA to an account
beneficiary must be paid over to an HSA
within 60 days after the date of receipt of
the payment or distribution. But see Q&A
78 regarding trustee’s or custodian’s obli-
gation to accept rollovers. See also Notice
2004-2, Q&A 23 for additional rules on
rollovers.

Q-56. Are transfers of HSA amounts
from one HSA trustee directly to another
HSA trustee (trustee-to-trustee transfers),
subject to the rollover restrictions?

A-56. No. The rules under section
223(f)(5) limiting the number of rollover
contributions to one a year do not apply to
trustee-to-trustee transfers. Thus, there is
no limit on the number of trustee-to-trustee
transfers allowed during a year.

VIII. Cafeteria Plans and HSAs

Q-57. Which requirements that apply
to health flexible spending arrangements
(FSAs) under a section 125 cafeteria plan
do not apply to HSAs?

A-57. The following requirements for
health FSAs under a section 125 cafete-
ria plan (which are generally imposed so
that health FSAs operate in a manner sim-
ilar to “insurance-type” accident or health
plans under section 105) are not applicable
to HSAs: (1) the prohibition against a ben-
efit that defers compensation by permit-
ting employees to carry over unused elec-
tive contributions or plan benefits from
one plan year to another plan year (See
section 125(d)(2)(D)); (2) the requirement
that the maximum amount of reimburse-
ment must be available at all times during
the coverage period; and (3) the mandatory
twelve-month period of coverage.

Q-58. Do the section 125 change in sta-
tus rules apply to elections of HSA contri-
butions through a cafeteria plan?

A-58. A cafeteria plan may permit an
employee to revoke an election during a
period of coverage with respect to a qual-
ified benefit and make a new election for
the remaining portion of the period only as
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provided in Treas. Reg. § 1.125-4. Be-
cause the eligibility requirements and con-
tribution limits for HSAs are determined
on a month-by-month basis, rather than on
an annual basis, an employee who elects to
make HSA contributions under a cafeteria
plan may start or stop the election or in-
crease or decrease the election at any time
as long as the change is effective prospec-
tively (i.e., after the request for the change
is received). If an employer places addi-
tional restrictions on the election of HSA
contributions under a cafeteria plan, the
same restrictions must apply to all employ-
ees.

Q-59. Can an employer permit em-
ployees to elect an HSA mid-year if
offered as a new benefit under the em-
ployer’s cafeteria plan?

A-59. Yes, if the election for the HSA
is made on a prospective basis. However,
the HSA election does not permit a change
or revocation of any other coverage un-
der the cafeteria plan unless the change
is permitted by Treas. Reg. § 1.125-4.
Thus, while an HSA may be offered to and
elected by an employee mid-year, the em-
ployee may have other coverage under the
cafeteria plan that cannot be changed, (e.g.,
coverage under a health FSA), which may
prevent the employee from being an eligi-
ble individual. See Rev. Rul. 2004—45.

Q-60. If an employee elects to make
contributions to an HSA through the em-
ployer’s cafeteria plan, may the employer
contribute amounts to an employee’s HSA
to cover qualified medical expenses in-
curred by an employee that exceed the em-
ployee’s current HSA balance?

A—60. Yes. Where an employee elects
to make contributions to an HSA through a
cafeteria plan, the employer may, but is not
required to, contribute amounts to an em-
ployee’s HSA up to the maximum amount
elected by the employee. While any ac-
celerated contribution made by the em-
ployer must be equally available to all par-
ticipating employees throughout the plan
year and must be provided to all participat-
ing employees on the same terms, the em-
ployee must repay the amount of the accel-
erated contribution by the end of the plan
year. But see Q&A 82 on recoupment of
HSA contributions by an employer.

Q-61. Can employers provide negative
elections for HSAs if offered through a
cafeteria plan?
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A—-61. Yes. See Rev. Rul. 200227,
2002-1 C.B. 925.

IX. Account Administration

Q-62. Are there model IRS forms for
establishing HSAs?

A-62. Yes. See Form 5305-B “Health
Savings Trust Account” and Form 5305-C
“Health Savings Custodial Account.”

Q-63. May a husband and wife have a
joint HSA?

A-63. No. Each spouse who is an
“eligible individual” as described in sec-
tion 223(c)(1) and wants to make contri-
butions to an HSA must open a separate
HSA. Thus, only one person may be the
account beneficiary of an HSA. But see
Q&A 32 concerning allocating contribu-
tions between spouses. See also Q&A 38
concerning reimbursements from spousal
HSAs.

Q-64. May an eligible individual have
more than one HSA?

A—-64. Yes. An eligible individual may
establish more than one HSA, and may
contribute to more than one HSA. The
same rules governing HSAs apply (e.g.,
maximum contribution limit), regardless
of the number of HSAs established by
an eligible individual. See also Notice

2004-2, Q&A 12.

Example. For 2004, eligible individual A’s maxi-
mum contribution to an HSA is $2,400. For 2004, A’s
employer contributes $1,000 to an HSA on behalf of
A. A opens a second HSA and contributes $1,400. If
additional contributions are made for 2004 to either
of the HSAs, then there are excess contributions to
A’s HSAs.

Q-65. What are permissible invest-
ments for HSAs?

A-65. HSA funds may be invested in
investments approved for IRAs (e.g., bank
accounts, annuities, certificates of deposit,
stocks, mutual funds, or bonds). HSAs
may not invest in life insurance contracts,
or in collectibles (e.g., any work of art, an-
tique, metal, gem, stamp, coin, alcoholic
beverage, or other tangible personal prop-
erty specified in IRS guidance under sec-
tion 408(m)). HSAs may, however, in-
vest in certain types of bullion or coins,
as described in section 408(m)(3). The
HSA trust or custodial agreement may re-
strict investments to certain types of per-
missible investments (e.g., particular in-
vestment funds).
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Q-66. May HSA funds be commingled
in a common trust fund or common invest-
ment fund?

A-66. Section 223(d)(1)(D) states that
the HSA trust assets may not be commin-
gled except in a common trust fund or
common investment fund. Thus, individ-
ual accounts maintained on behalf of indi-
vidual HSA account beneficiaries may be
held in a common trust fund or common in-
vestment fund. A “common trust fund” is
defined in Treas. Reg. § 1.408-2(b)(5)(ii).
A “common investment fund” is defined in
section 584(a)(1).

Q-67. Are there any transactions
which account beneficiaries are prohibited
from entering into with an HSA?

A-67. Yes. Section 223(e)(2) pro-
vides that rules similar to the rules of sec-
tion 408(e)(2) and (4) shall apply to HSAs.
Therefore, account beneficiaries may not
enter into “prohibited transactions” with
an HSA (e.g., the account beneficiary may
not sell, exchange, or lease property, bor-
row or lend money, furnish goods, services
or facilities, transfer to or use by or for
the benefit of himself/herself any assets,
pledge the HSA, etc.). Any amount treated
as distributed as the result of a prohibited
transaction will not be treated as used to
pay for qualified medical expenses. The
account beneficiary must, therefore, in-
clude the distribution in gross income and
generally will be subject to the additional
10 percent tax on distributions not made
for qualified medical expenses. See No-
tice 20042, Q&A 25.

Q-68. Are HSA trustees and custodi-
ans also subject to the rules against prohib-
ited transactions?

A-68. Yes. The same rules that apply
to account beneficiaries apply to trustees
and custodians.

Q-69. If administration and account
maintenance fees (e.g., flat administrative
fees) are withdrawn from the HSA, are the
withdrawn amounts treated as taxable dis-
tributions to the account beneficiary?

A-69. No. Amounts withdrawn from
an HSA for administration and account
maintenance fees will not be treated as
a taxable distribution and will not be in-
cluded in the account beneficiary’s gross
income.

Q-70. If administration and account
maintenance fees are withdrawn from the
HSA, does the withdrawn amount increase
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the maximum annual HSA contribution
limit?

A-70. No. For example, if the maxi-
mum annual contribution limit is $2,000,
and a $25 administration fee is withdrawn
from the HSA, the annual contribution
limit is still $2,000, not $2,025.

Q-71. If administration and account
maintenance fees are paid by the account
beneficiary or employer directly to the
trustee or custodian, do these payments
count toward the annual maximum contri-
bution limit for the HSA?

A-71. No. Administration and account
maintenance fees paid directly by the ac-
count beneficiary or employer will not be
considered contributions to the HSA. For
example, an individual contributes the
maximum annual amount to his HSA of
$2,000. The account beneficiary pays an
annual administration fee of $25 directly
to the trustee. The individual’s maximum
annual contribution limit is not affected by
the payment of the administration fee.

X. Trustees and Custodians

Q-72. Is any insurance company a
qualified HSA trustee or custodian?

A-72. Yes. Any insurance company or
any bank (including a similar financial in-
stitution as defined in section 408(n)) can
be an HSA trustee or custodian. In ad-
dition, any other person already approved
by the IRS to be a trustee or custodian
of IRAs or Archer MSAs is automatically
approved to be an HSA trustee or cus-
todian. Other persons may request ap-
proval to be a trustee or custodian in ac-
cordance with the procedures set forth in
Treas. Reg. § 1.408-2(e) (relating to IRA
nonbank trustees).

Q-73. Is there a limit on the annual
HSA contribution which the trustee or cus-
todian may accept?

A-73. Yes. Except in the case of
rollover contributions described in section
223(f)(5) or trustee-to-trustee transfers, the
trustee or custodian may not accept annual
contributions to any HSA that exceed the
sum of: (1) the dollar amount in effect un-
der section 223(b)(2)(B)(ii) (i.e., the maxi-
mum family coverage deductible) plus (2)
the dollar amount in effect under section
223(b)(3)(B) (i.e., the catch-up contribu-
tion amount). All contributions must be
in cash, other than rollover contributions
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or trustee-to-trustee transfers. See section
223(d)(1)(A).

Q-74. 1Is the HSA trustee or custo-
dian responsible for determining whether
contributions to an HSA exceed the max-
imum annual contribution for a particular
account beneficiary?

A-74. No. This is the responsibility
of the account beneficiary, who is also re-
sponsible for notifying the trustee or cus-
todian of any excess contribution and re-
questing a withdrawal of the excess con-
tribution together with any net income at-
tributable to the excess contribution. The
HSA trustee or custodian is, however, re-
sponsible for accepting cash contributions
within the limits in Q&A 73 and for filing
required information returns with the IRS
(Form 5498-SA and Form 1099-SA).

Q-75. s the trustee or custodian re-
sponsible for tracking the account benefi-
ciary’s age?

A-75. Yes. However, the trustee or
custodian may rely on the account benefi-
ciary’s representation as to his or her date
of birth.

Q-76. Must the trustee or custodian
allow account beneficiaries to return mis-
taken distributions to the HSA?

A-76. No, this is optional. If the HSA
trust or custodial agreement allows the re-
turn of mistaken distributions as described
in Q&A 37, the trustee or custodian may
rely on the account beneficiary’s represen-
tation that the distribution was, in fact, a
mistake.

Q-77. May an HSA trust or custo-
dial agreement restrict the account bene-
ficiary’s ability to rollover amounts from
that HSA?

A-77. No. Section 223(f)(5) permits
the rollover of amounts in an HSA to an-
other HSA, and transfers from one trustee
to another trustee.

Q-78. Are HSA trustees or custodians
required to accept rollover contributions or
trustee-to-trustee transfers?

A-78. No. Rollover contributions
or trustee-to-trustee transfers from other
HSAs or from Archer MSAs are allowed,
but trustees or custodians are not required
to accept them. See Notice 20042, Q&A
23.

Q-79. May an HSA trust or custo-
dial agreement restrict HSA distributions
to pay or reimburse only the account ben-
eficiary’s qualified medical expenses?
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A-79. No. The HSA trust or custodial
agreement may not contain a provision that
restricts HSA distributions to pay or reim-
burse only the account beneficiary’s qual-
ified medical expenses. Thus, the account
beneficiary is entitled to distributions for
any purpose and distributions may be used
to pay or reimburse qualified medical ex-
penses or for other nonmedical expendi-
tures. Only the account beneficiary may
determine how the HSA distributions will
be used. But see Notice 2004-2, Q&A 25
on the taxation of HSA distributions not
used exclusively for qualified medical ex-
penses. See also Q&A 80 on restrictions
on the frequency or minimum amount of
HSA distributions.

Q-80. May a trustee or custodian re-
strict the frequency or minimum amount of
distributions from an HSA?

A-80. Yes. Trustees or custodians
may place reasonable restrictions on both
the frequency and the minimum amount
of distributions from an HSA. For exam-
ple, the trustee may prohibit distributions
for amounts of less than $50 or only al-
low a certain number of distributions per
month. Generally, the terms regarding the
frequency or minimum amount of distribu-
tions from an HSA are matters of contract
between the trustee and the account bene-
ficiary.

XI. Other Issues

Q-81. Are employers who contribute
to an employee’s HSA responsible for de-
termining whether the employee is an eli-
gible individual and the employee’s maxi-
mum annual contribution limit?

A-81. Employers are only responsible
for determining the following with respect
to an employee’s eligibility and maximum
annual contribution limit on HSA contri-
butions: (1) whether the employee is cov-
ered under an HDHP (and the deductible)
or low deductible health plan or plans (in-
cluding health FSAs and HRAs) sponsored
by that employer; and (2) the employee’s
age (for catch-up contributions). The em-
ployer may rely on the employee’s repre-
sentation as to his or her date of birth.

Q-82. May the employer recoup from
an employee’s HSA any portion of the
employer’s contribution to the employee’s
HSA?

A-82. No. Under section 223(d)(1)(E),
an account beneficiary’s interest in an
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HSA is nonforfeitable. For example, on
January 2, 2005, the employer makes the
maximum annual contribution to employ-
ees’ HSAs, in the expectation that the
employees would work for the entire cal-
endar year 2005. On February 1, 2005,
one employee terminates employment.
The employer may not recoup from that
employee’s HSA any portion of the contri-
bution previously made to the employee’s
HSA.

Q-83. Is an HSA distribution subject
to the nondiscrimination rules of section
105(h)?

A-83. No. For amounts reimbursed
to a highly compensated individual by a
self-insured medical reimbursement plan
to be fully excludable from the individ-
ual’s gross income under section 105(b),
the self-insured medical reimbursement
plan must satisfy the requirements of sec-
tion 105(h). Section 105(h) is not satisfied
if the plan discriminates in favor of highly
compensated individuals as to eligibility
to participate or benefits. Because the
exclusion from gross income for amounts
distributed from an HSA is not determined
by section 105(b), but by section 223(b),
section 105(h) does not apply to HSAs.

Q-84. Is a deduction under section
223(a) for contributions to a self-employed
individual’s own HSA taken into account
in determining net earnings from self-em-
ployment under section 1402(a)?

A-84. No. The deduction is an ad-
justment to gross income under section
62(a)(19), and is reportable on the self-em-
ployed individual’s Form 1040 as an ad-
justment to gross income. It is not a de-
duction attributable to the self-employed
individual’s trade or business so it is not
taken as a deduction on Schedule C, Form
1040, nor is it taken into account in deter-
mining net earnings from self-employment
on Schedule SE, Form 1040.

Q-85. Does an employer’s contribu-
tion to an employee’s HSA affect the com-
putation of the earned income credit (EIC)
under section 327

A-85. No. An employer’s contri-
butions to an employee’s HSAs are not
treated as earned income for EIC purposes.

Q-86. May an HDHP apply any re-
quired cost-of-living adjustments under
section 223(g) to the minimum annual
deductible amounts or maximum annual
out-of-pocket expense limits on the re-
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newal date of the HDHP if that date is
after January 1st?

A-86. Yes. Generally, an HDHP
is a health plan that satisfies certain re-
quirements with respect to minimum
annual deductibles and maximum annual
out-of-pocket expense. These annual
amounts are indexed for inflation using
annual cost-of-living adjustments. Any
required change to the deductibles and
out-of-pocket expense limits may be ap-
plied as of the renewal date of the HDHP
in cases where the renewal date is after
the beginning of the calendar year, but in
no event longer than a 12-month period
ending on the renewal date. Thus, a fiscal
year plan that satisfies the minimum an-
nual deductible on the first day of the first
month of its fiscal year may apply that de-
ductible for the entire fiscal year, even if
the minimum annual deductible increases

on January 1 of the next calendar year.

Example. An individual obtains self-only cov-
erage under an HDHP on June 1, 2004, the first
day of the plan year, with an annual deductible of
$1,000. Assume that the cost-of living adjustments
require the minimum deductible amount to be in-
creased for 2005. The plan’s deductible is not
increased to comply with the increased minimum
deductible amount until the plan’s renewal date of
June 1, 2005. The plan satisfies the requirements for
an HDHP with respect to deductibles through May
30, 2005.

Q-87.  Are HSAs available to bona
fide residents of the Commonwealth of
Puerto Rico, American Samoa, the U.S.
Virgin Islands, Guam, and the Common-
wealth of the Northern Mariana Islands?

A-87. Bona fide residents of the U.S.
Virgin Islands, Guam and the Common-
wealth of the Northern Mariana Islands
may establish HSAs. However, bona
fide residents of Puerto Rico and Ameri-
can Samoa may establish HSAs only after
statutory provisions similar to sections 223
and 106(d) are enacted.

Q-88. If a C corporation makes a con-
tribution to the HSA of a shareholder who
is not an employee of the C corporation,
what are the tax consequences to the share-
holder and to the C corporation?

A-88. If a C corporation makes a con-
tribution to the HSA of a shareholder who
is not an employee of the C corporation,
the contribution will be treated as a distri-
bution under section 301. The distribution
is treated as a dividend to the extent the C
corporation has earnings and profits. The
portion of the distribution which is not a
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dividend is applied against and reduces the
adjusted basis of the stock. To the extent
the amount of the distribution exceeds the
adjusted basis of the stock, the balance is
treated as gain from a sale or exchange of

property.
EFFECT ON OTHER DOCUMENTS

Notice 2004-2, 2004-2 I.R.B. 2609, is
changed as follows:

The second sentence of A-2 is changed
toread: An “eligible individual” means ...
(3) is not enrolled in Medicare ....”

The last sentence in the first paragraph
of A—12 is changed to read: “In addition
to the maximum contribution amount,
catch-up contributions, as described in
[Notice 2004-2] A—14, may be made by
or on behalf of individuals age 55 and
older, who are not enrolled in Medicare.”

The first sentence of A—14 is changed to
read: “For individuals (and their spouses
covered under the HDHP) who have at-
tained 55 and are also not enrolled in Medi-
care ....”

The first sentence of the Example in
A-14 is changed to read: “An individ-
ual attains age 65 and becomes enrolled in
Medicare ....”

TRANSITION RELIEF

For months before January 1, 2005, a
health plan that would otherwise qualify
as an HDHP but for the lack of an ex-
press maximum on payments above the
deductible that complies with the out-of-
pocket requirement, as set forth in Q&A
17 and 20 will be treated as an HDHP. In-
dividuals covered under these health plans
will continue to be eligible to contribute to
HSAs before January 1, 2005.

For months before January 1, 2006, a
health plan that would otherwise qualify
as an HDHP but for an annual deductible
that does not satisfy the rule in Q&A
24 (concerning deductibles for periods
of more than 12 months) will be treated
as an HDHP if the plan was in effect or
submitted to approval to state insurance
regulators as of the date of publication of
this notice in the Internal Revenue Bul-
letin. Individuals covered under these
health plans will continue to be eligible
to contribute to HSAs before January 1,
2006.
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DRAFTING INFORMATION

The principal author of this notice
is Shoshanna Tanner of the Office of
Division Counsel/Associate Chief Coun-
sel (Tax Exempt and Government Enti-
ties). For further information regarding
this notice, contact Ms. Tanner at (202)
622-6080 (not a toll-free call).

Request for Comments
Concerning the Application of
Section 761

Notice 2004-53
SECTION 1. PURPOSE

This notice requests comments from
the public regarding the application of
§ 1.761-2(a)(2) of the Income Tax Regu-
lations.

SECTION 2. BACKGROUND

Section 761(a) of the Internal Revenue
Code provides that, under regulations, the
Secretary may, at the election of all of the
members of an unincorporated organiza-
tion, exclude such organization from the
application of all or part of subchapter K
of chapter 1, subtitle A of the Code, if the
income of the members of the organization
may be adequately determined without the
computation of partnership taxable income
and the organization is availed of (1) for in-
vestment purposes only and not for the ac-
tive conduct of a business, (2) for the joint
production, extraction, or use of property,
but not for the purpose of selling services
or property produced or extracted, or (3)
by dealers in securities for a short period
for the purpose of underwriting, selling, or
distributing a particular issue of securities.

Section 1.761-2(a)(2) provides that,
where the participants in the joint pur-
chase, retention, sale, or exchange of
investment property: (i) own the property
as coowners, (ii) reserve the right sepa-
rately to take or dispose of their shares of
any property acquired or retained, and (iii)
do not actively conduct business or irre-
vocably authorize some person or persons
acting in a representative capacity to pur-
chase, sell, or exchange such investment
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property, although each separate partici-
pant may delegate authority to purchase,
sell, or exchange the participant’s share
of any such investment property for the
time being for the participant’s account,
but not for a period of more than one year,
then the group may be excluded from the
application of the provisions of subchapter
K under the rules set forth in § 1.761-2(b).

SECTION 3. REQUEST FOR PUBLIC
COMMENT

The Internal Revenue Service and the
Treasury Department request comments
regarding the application of the conditions
set forth in § 1.761-2(a)(2) and whether
those conditions should be revised, mod-
ified, or clarified. Among other things,
comments are requested on the circum-
stances under which participants in the
joint purchase, retention, sale, or exchange
of investment property should be treated
as owning the property as coowners for
purposes of electing out of subchapter K
under section 761.

Comments are also requested on the
facts that should be considered in deter-
mining whether participants in the joint
purchase, retention, sale, or exchange of
investment property have reserved the
right separately to take or dispose of their
underlying shares in the property. For
example, comments are requested as to
whether an agreement with a third party,
such as a lender, that limits the rights of
the coowners to take or dispose of their un-
derlying shares in the investment property
would prohibit the group from electing to
be excluded from the provisions of all or
part of subchapter K.

In addition, comments are requested on
the meaning of investment property for
purposes of § 1.761-2(a)(2). For example,
comments are requested on whether rental
real estate is (or can be) properly treated as
investment property for these purposes.

Taxpayers may submit comments in
writing to:

Internal Revenue Service

Attn: CC:PSI:RU (Notice 2004-53)
P.O. Box 7604

Room 5226

Ben Franklin Station

Washington, DC 20044
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Or have them hand delivered between
the hours of 8:00 a.m. and 5:00 p.m. to:

Courier’s Desk

Internal Revenue Service

Attn: CC:PSI:RU (Notice 2004-53,
Room 5226)

1111 Constitution Ave., NW

Washington, DC 20224

Alternatively, taxpayers may
submit comments electroni-
cally to the following address:

Notice.Comments @irscounsel.treas.gov.
Please include Notice 2004-53 in the sub-
ject line. Comments should be received
by November 15, 2004. All comments
submitted will be available for public
inspection and copying.

The principal author of this notice
is Christopher L. Trump of the Office of
Associate Chief Counsel (Passthroughs
& Special Industries). For further in-
formation regarding this notice, con-
tact Christopher L. Trump at (202)
622-3080 (not a toll-free call).

Alternative Methods of
Signing for Income Tax Return
Preparers

Notice 2004-54
. PURPOSE

This notice provides that the Internal
Revenue Service will permit income tax
return preparers to sign original returns,
amended returns, or requests for filing ex-
tensions by rubber stamp, mechanical de-
vice, or computer software program.

II. BACKGROUND

Section 6061 of the Internal Revenue
Code generally provides that any tax re-
turn, statement, or other document shall be
signed in accordance with forms or regu-
lations prescribed by the Secretary. Sec-
tion 6695(b) imposes a monetary penalty
on income tax return preparers who fail to
sign a return. Treas. Reg. § 1.6695-1T(b)
requires an income tax return preparer to
sign a return after it is completed and be-
fore the return is presented to the taxpayer
for signature.
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III. REQUIREMENTS FOR USE
OF ALTERNATIVE METHODS OF
SIGNING

This notice authorizes income tax re-
turn preparers to sign original returns,
amended returns, and requests for filing
extensions by means of a rubber stamp,
mechanical device, or computer software
program. These alternative methods of
signing must include either a facsimile
of the individual preparer’s signature or
the individual preparer’s printed name.
Income tax return preparers utilizing one
of these alternative means are personally
responsible for affixing their signatures to
returns or requests for extension.

Income tax return preparers who use al-
ternative methods of signing must provide
all of the other preparer information that is
required on returns and extensions, such as
the name, address, relevant employer iden-
tification number, the preparer’s individ-
ual identification number (social security
number or preparer tax identification num-
ber), and phone number.

This notice applies only to income tax
return preparers as defined by Treas. Reg.
§ 301.7701-15(a) and does not alter the
signature requirements for any other type
of document currently required to be man-
ually signed, such as elections, applica-
tions for changes in accounting method,
powers of attorney, or consent forms. In
addition, this notice does not alter the re-
quirement that tax returns or requests for
filing extensions be signed by the person
(i.e., the taxpayer) making the return or the
request by handwritten signature or other
authorized means.

IV. EFFECTIVE DATE

This notice applies to any original re-
turn, amended return, or request for filing
extension filed on or after January 1, 2004.

DRAFTING INFORMATION

The principal author of this notice
is Richard Charles Grosenick of the Of-
fice of Associate Chief Counsel (Proce-
dure and Administration).  For further
information regarding this notice, con-
tact Richard Charles Grosenick at (202)
6227950 (not a toll-free call).
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26 CFR 601.105: Examination of returns and claims
for refund, credit or abatement; determination of cor-
rect tax liability.

(Also Part 1, §§ 368, 1361; 1.1361-3, 1.1362-5.)

Rev. Proc. 2004-49

SECTION 1. PURPOSE

This revenue procedure provides a sim-
plified procedure for a Qualified S Corpo-
ration, described in section 3.03 of this rev-
enue procedure, to request relief for a late
qualified subchapter S subsidiary (QSub)
election for a Qualified Subsidiary, de-
scribed in section 3.02 of this revenue pro-
cedure.

SECTION 2. BACKGROUND

Section 1361(b)(3)(B) of the Internal
Revenue Code allows an S corporation to
elect to treat a domestic corporation that is
not an ineligible corporation (as defined in
§ 1361(b)(2)) as a QSub if 100 percent of
the stock of the corporation is held by the
S corporation. Under § 1361(b)(3)(A), a
QSub is not treated as a separate corpora-
tion and all assets, liabilities, and items of
income, deduction, and credit of a QSub
are treated as assets, liabilities, and such
items (as the case may be) of the S corpo-
ration.

Section 1.1361-3(a) of the Income Tax
Regulations generally provides the time
and manner of making a QSub election.
An S corporation makes a QSub election
for an eligible subsidiary by filing a Form
8869, Qualified Subchapter S Subsidiary
Election, with the applicable service cen-
ter. Under § 1.1361-3(a)(4), a QSub
election cannot be effective more than 2
months and 15 days prior to the date of
filing, and cannot be effective more than
12 months after the date of filing.

Situation 2 of Rev. Rul. 2004-85, pub-
lished in this Internal Revenue Bulletin,
concludes that an election to treat a sub-
sidiary as a QSub terminates if the S cor-
poration transfers 100 percent of the QSub
stock (whether by sale or reorganization
under § 368(a)(1)(A), (C), or (D)), to an-
other S corporation in a transaction that
does not qualify as a reorganization under
§368(a)(1)(F). In the interest of sound tax
administration, the Treasury Department
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and the Internal Revenue Service believe
that a simplified procedure for requesting
relief for a late QSub election following
a QSub termination as a result of transac-
tion described in Situation 2 of Rev. Rul.
200485 is appropriate.

SECTION 3. SCOPE

.01 In General. This revenue procedure
provides a simplified procedure for a Qual-
ified S Corporation, described in section
3.03 of this revenue procedure, to obtain
relief for a late QSub election for a Qual-
ified Subsidiary, described in section 3.02
of this revenue procedure.

.02 Qualified Subsidiary. A corporation
is a Qualified Subsidiary if:

(1) 100 percent of its stock was trans-
ferred by one S corporation to another S
corporation in a sale or as part of a reorga-
nization under § 368(a)(1)(A), (C), or (D),
but not as part of a reorganization under
§ 368(a)(1)(F); and

(2) A QSub election was in effect for
such corporation immediately prior to such
transfer.

.03 Qualified S Corporation. An S cor-
poration is a Qualified S Corporation with
respect to a Qualified Subsidiary if the S
corporation owns 100 percent of the stock
of the Qualified Subsidiary immediately
after the transaction described in section
3.02 of this revenue procedure.

SECTION 4. APPLICATION

.01 Prospective relief. A Qualified S
Corporation may obtain relief for a late
QSub election for a Qualified Subsidiary
by attaching a completed Form 8869 to its
timely filed return (including extensions)
for the taxable year during which the trans-
action described in section 3.02(1) of this
revenue procedure occurred. The Form
8869 must state at the top “FILED PUR-
SUANT TO REV. PROC. 2004-49” and
must specify as the effective date for the
QSub election the date on which the trans-
action described in section 3.02(1) of this
revenue procedure occurred.

.02 Alternative Relief. Revenue Pro-
cedure 200343, 2003-1 C.B. 998, pro-
vides alternative relief for late QSub elec-
tions that are not made within the period
described in section 4.01 of this revenue
procedure.
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.03 Relief for Previous Transactions.
Prior to August 16, 2004, a corporation
may have participated in a transaction de-
scribed in section 3.02(1) of this revenue
procedure without knowing that the trans-
action required the making of a new QSub
election. An S corporation may obtain re-
lief for a late QSub election with respect to
such a transaction if it meets the following
conditions:

(1) The late QSub election is made by
a Qualified S Corporation for a Qualified
Subsidiary that, prior to August 16, 2004,
participated in a transaction described in
section 3.02(1) of this revenue procedure;

(2) The Qualified Subsidiary failed to
qualify as a QSub solely because the Qual-
ified S Corporation did not file a Form
8869 for the Qualified Subsidiary that was
effective as of the date of the transaction
described in section 3.02(1) of this revenue
procedure;

(3) The Qualified S Corporation re-
ported its items on its return for the taxable
year in which the transaction described in
section 3.02(1) of this revenue procedure
occurred, filed within 6 months of the

due date for the return (excluding exten-
sions) and on all other affected returns (if
any), consistent with a timely QSub elec-
tion having been made for the Qualified
Subsidiary effective as of the date of the
transaction described in section 3.02(1) of
this revenue procedure;

(4) The Qualified S Corporation share-
holders treated the Qualified Subsidiary as
a QSub on their original returns for the
taxable year during which the transaction
described in section 3.02(1) of this rev-
enue procedure occurred and on all other
affected returns (if any);

(5) The Qualified S Corporation files a
completed Form 8869 with the appropriate
service center by August 16, 2005. The
Form 8869 must state at the top “FILED
PURSUANT TO REV. PROC. 2004-49”
and must specify as the effective date for
the QSub election the date on which the
transaction described in section 3.02(1) of
this revenue procedure occurred.

.04 Relief by letter ruling. These pro-
cedures are in lieu of the letter ruling pro-
cedure that is used to obtain relief for a
late election under § 301.9100-1 through

301.9100-3 of the Procedure and Admin-
istration Regulations. Accordingly, user
fees do not apply to corrective action taken
under this revenue procedure. An entity
that is not eligible for relief under this rev-
enue procedure, or is denied relief by the
service center, may request relief by ap-
plying for a letter ruling. The procedural
requirements for requesting a letter rul-
ing are described in Rev. Proc. 2004-1,
2004—-1 I.R.B. 1 (or its successor).

SECTION 5. EFFECTIVE DATE

This revenue procedure is effective on
August 16, 2004.

DRAFTING INFORMATION

The principal author of this revenue
procedure is Charles J. Langley, Jr. of
the Office of the Associate Chief Counsel
(Passthroughs and Special Industries). For
further information regarding this revenue
procedure, contact Mr. Langley at (202)
622-3060 (not a toll-free call).

NOTE: This revenue procedure will be reprinted as the next revision of IRS Publication 1220, Specifications for Filing Forms
1098, 5498, and W-2G Electronically or Magnetically:

Use this Revenue Procedure to prepare Tax Year 2004 and prior year information returns for submission to Internal Revenue Service

(IRS) using any of the following:

- Electronic Filing
- Tape Cartridge
- 31/2-Inch Diskette

Caution to filers:

Please read this publication carefully. Persons or businesses required to file information returns electronically or
magnetically may be subject to penalties for failure to file or include correct information if they do not follow the

instructions in this Revenue Procedure.
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IMPORTANT NOTES:

IRS/MCC now offers an Internet connection at http://fire.irs.gov for electronic filing.
The FIRE System will be down from Dec. 23, 2004, through Jan. 4, 2005, for upgrading.
It is not operational during this time for submissions.

Beginning in Tax Year 2006 processing year 2007, IRS/MCC will no longer accept
31/2-inch diskettes for filing information returns.
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SEC. 5. FORM 8508, REQUEST FOR WAIVER FROM FILING INFORMATION RETURNS ON MAGNETIC

PART A. GENERAL

Revenue Procedures are generally revised annually to reflect legislative and form changes. Comments concerning this Revenue
Procedure, or suggestions for making it more helpful, can be addressed to:

Internal Revenue Service
Martinsburg Computing Center

Attn: Information Reporting Program
230 Murall Drive

Kearneysville, WV 25430

Sec. 1. Purpose

.01 The purpose of this Revenue Procedure is to provide the specifications for filing Forms 1098, 1099, 5498, and W-2G with
IRS electronically through the IRS FIRE System or magnetically, using IBM 3480, 3490, 3490E, 3590, 3590E, tape cartridges or
31/2-inch diskettes. This Revenue Procedure must be used for the preparation of Tax Year 2004 information returns and information
returns for tax years prior to 2004 filed beginning January 1, 2005, and postmarked by December 1, 2005. Specifications for filing
the following forms are contained in this Revenue Procedure.

(a) Form 1098, Mortgage Interest Statement

(b) Form 1098-E, Student Loan Interest Statement

(¢) Form 1098-T, Tuition Statement

(d) Form 1099-A, Acquisition or Abandonment of Secured Property

(e) Form 1099-B, Proceeds From Broker and Barter Exchange Transactions

(f) Form 1099-C, Cancellation of Debt

(g) Form 1099-CAP, Changes in Corporate Control and Capital Structure

(h) Form 1099-DIV, Dividends and Distributions

(i) Form 1099-G, Certain Government Payments

(j) Form 1099-H, Health Insurance Advance Payments

(k) Form 1099-INT, Interest Income

(I) Form 1099-LTC, Long-Term Care and Accelerated Death Benefits

(m) Form 1099-MISC, Miscellaneous Income

(n) Form 1099-0ID, Original Issue Discount

(o) Form 1099-PATR, Taxable Distributions Received From Cooperatives

(p) Form 1099-Q, Payments From Qualified Education Programs (Under Section 529 and 530)
(q) Form 1099-R, Distributions From Pensions, Annuities, Retirement or Profit-Sharing Plans, IRAs, Insurance Contracts, etc.
(r) Form 1099-S, Proceeds From Real Estate Transactions

(s) Form 1099-SA, Distributions From a HSA, Archer MSA, or Medicare+Choice MSA
(t) Form 5498, IRA Contribution Information

(u) Form 5498-ESA, Coverdell ESA Contribution Information

(v) Form 5498-SA, HSA, Archer MSA, or Medicare+Choice MSA Information

(w) Form W-2G, Certain Gambling Winnings

.02 All data received at IRS/MCC for processing will be given the same protection as individual income tax returns (Form 1040).
IRS/MCC will process the data and determine if the records are formatted and coded according to this Revenue Procedure.

.03 Specifications for filing Forms W-2, Wage and Tax Statements, magnetically/electronically are only available from the Social
Security Administration (SSA). Filers can call 1-800—-SSA-6270 to obtain the telephone number of the SSA Employer Service Liaison
Officer for their area.

.04 IRS/MCC does not process Forms W-2. Paper and/or magnetic media for Forms W-2 must be sent to SSA. IRS/MCC does,
however, process waiver requests (Form 8508) and extension of time to file requests (Form 8809) for Forms W-2 and requests for an
extension of time to provide the employee copies of Forms W-2.

.05 Generally, the box numbers on the paper forms correspond with the amount codes used to file electronically/magnetically;
however, if discrepancies occur, the instructions in this Revenue Procedure govern.

.06 This Revenue Procedure also provides the requirements and specifications for electronic or magnetic media filing under the
Combined Federal/State Filing Program.

.07 The following Revenue Procedures and publications provide more detailed filing procedures for certain information returns:
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(@) 2004 General Instructions for Forms 1099, 1098, 5498, and W-2G.

(b) Publication 1179, General Rules and Specifications for Substitute Forms 1096, 1098, 1099, 5498, W-2G and 1042-S.

(c) Publication 1239, Specifications for Filing Form 8027, Employer’s Annual Information Return of Tip Income and Allocated
Tips, Magnetically or Electronically.

(d) Publication 1187, Specifications for Filing Form 1042-S, Foreign Person’s U.S. Source Income Subject to Withholding,
Electronically or Magnetically.

(e) Publication 1245, Specifications for Filing Form W—4, Employee’s Withholding Allowance Certificate, Magnetically or
Electronically.

.08 This Revenue Procedure supersedes Rev. Proc. 2003-52 published as Publication 1220 (Rev. 9-2003), Specifications for
Filing Forms 1098, 1099, 5498, and W-2G Electronically or Magnetically.

Sec. 2. Nature of Changes—Current Year (Tax Year 2004)

.01 In this publication, all pertinent changes for Tax Year 2004 are emphasized by the use of ifalics. Portions of text that require
special attention are in boldface text. Filers are always encouraged to read the publication in its entirety.
.02 Programming Changes

a. General

(1) Part B, Electronic Filing Specifications, was completely revised. Please read carefully. We now offer an internet connection
at http://fire.irs.gov.

(2) Clarifying information is included in the Payee ‘B’ Record, the Payer’s Account Number for Payee, positions 21-40.

(3) Several forms have been revised including Form 1099-B, 1099-CAP and 1099-DIV. Because several fields on each of these
forms were deleted, the prior year correction process will be impacted. If you are required to make corrections electronically
or magnetically to any of these forms for tax year 2003 or earlier, contact the Information Reporting Program Customer
Service Section for instructions toll-free at 866—455-7438.

b. Programming Changes — Transmitter “T” Record
(1) For all forms, Payment Year, Field Positions 2—-5, must be incremented to update the four-digit report year (2003 to 2004),
unless reporting prior year data.

c. Programming Changes — Payer “A” Record

(1) For all forms, Payment Year, Field Positions 2—-5, must be incremented to update the four-digit report year (2003 to 2004),
unless reporting prior year data.

(2) For Form 1099-B, Amount Code A, Proceeds From Broker and Barter Exchange Transactions Post — 05/05/2003 Profit or
(loss) realized and Amount Code B, Post — 05/05/2003 Aggregate profit or (loss) were deleted.

(3) Form 1099-CAP, Amount Code 4, Federal Income Tax Withheld, Amount Code 8, Fair Market Value of Stock Received
and Amount Code 9, Fair Market Value of Other Property Received were deleted. Amount Code 3 was changed to Amount
Code 2 and the title was changed to Aggregate Amount Received.

(4) For Form 1099-DIV, Dividends and Distributions, Amount Code 4, Post — May 5 capital gain distribution and Amount
Code 35, Qualified 5-year gain, were deleted.

(5) Form 1099-MSA is changed to 1099-SA, Distributions From a HSA, Archer MSA, or Medicare+Choice MSA. All refer-
ences in the publication to 1099-MSA have changed to 1099-SA.

(6) Form 5498-MSA is changed to 5498—-SA, HSA, Archer MSA, or Medicare+Choice MSA Information. The titles of Amount
Codes 1, 3 and 5 have changed to include HSA. All references in the publication to 5498—-MSA have changed to 5498-SA

d. Programming Changes — Payee “B” Record

(1) For all forms, Payment Year, Field Positions 2—-5, must be incremented to update the four-digit report year (2003 to 2004),
unless reporting prior year data.

(2) For Form 1099-B, positions 608-626, provide specific formatting for the following information: Number of Shares Ex-
changed, Classes of Stock Exchanged, and Recipient Indicator. The Corporation’s Name, Street Address, City, State and
ZIP can be entered in the Special Data Entry Fields, positions 663-722.

(3) For Form 1099—CAP, the following fields were deleted: Second TIN Notice, position 544, Gross Proceeds Indicator, posi-
tion 547, CUSIP Number, positions 556568, Description, positions 569—607, and Filed by Broker Indicator, position 626.

(4) For Form 1099-Q, field position 547, the title of the field has changed to ‘Trustee to Trustee Transfer Indicator’.

(5) For Form 1099-R, distribution codes 5, Q and T can not be used with any other distribution code. Code J can be used with
codes 8 or P.

(6) For Form 5498, use the Special Data Entry field, to report military service codes. Refer to 2004 Instructions for Forms
1099-R and 5498 for specific code information.
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(7) For Form 1099-SA, two new indicator fields, position 548, HSA Indicator and position 549, Archer MSA Indicator were
added.

(8) For Form 5498-SA, two new indicator fields, position 548, HSA Indicator and position 549, Archer MSA Indicator were
added.

Sec. 3. Where To File and How to Contact the IRS, Martinsburg Computing Center

.01 All information returns filed electronically or magnetically are processed at IRS/MCC. Files containing information returns
and requests for IRS electronic and magnetic media filing information should be sent to the following address:

IRS-Martinsburg Computing Center
Information Reporting Program
230 Murall Drive

Kearneysville, WV 25430

.02 All requests for an extension of time to file information returns with IRS/MCC or to the recipients and requests for undue
hardship waivers filed on Form 8508 should be sent to the following address:

IRS-Martinsburg Computing Center
Information Reporting Program

Attn: Extension of Time Coordinator
240 Murall Drive

Kearneysville, WV 25430

.03 The telephone numbers for magnetic media inquiries or electronic submissions are:

Information Reporting Program Customer Service Section

TOLL-FREE 1-866-455-7438 or outside the U.S. 1-304-263-8700

email at mccirp@irs.gov
304-267-3367 — TDD
(Telecommunication Device for the Deaf)

304-264-5602 — Fax Machine
Electronic Filing — FIRE system

http://fire.irs.gov
TO OBTAIN FORMS:
1-800-TAX-FORM (1-800-829-3676)
www.irs.gov — IRS website access to forms (See Note.)

M Note: Because paper forms are scanned during processing, you cannot file with the IRS Form 1096, and Copy A of Forms
1098, 1099, 5498 or W2-G that you download and print from the IRS website.

.04 The 2004 General Instructions for Forms 1099, 1098, 5498, and W-2G has been included in the Publication 1220 for your
convenience. Form 1096 is used only to transmit Copy A of paper Forms 1099, 1098, 5498, and W-2G. If filing paper returns, follow
the mailing instructions on Form 1096 and submit the paper returns to the appropriate IRS Service Center.

.05 Make requests for paper Forms 1096, 1098, 1099, 5498, and W-2G, and publications related to electronic/magnetic filing by
calling the IRS toll-free number 1-800-TAX-FORM (1-800-829-3676) or on the IRS website at www.irs.gov.

.06 Questions pertaining to magnetic media or internet filing of Forms W-2 must be directed to the Social Security Administration
(SSA). Filers can call 1-800-772—-6270 to obtain the phone number of the SSA Employer Service Liaison Officer for their area.

.07 Payers should not contact IRS/MCC if they have received a penalty notice and need additional information or are requesting
an abatement of the penalty. A penalty notice contains an IRS representative’s name and/or telephone number for contact purposes;
or, the payer may be instructed to respond in writing to the address provided. IRS/MCC does not issue penalty notices and does not
have the authority to abate penalties. For penalty information, refer to the Penalties section of the 2004 General Instructions for Forms
1099, 1098, 5498, and W-2G.
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.08 A taxpayer or authorized representative may request a copy of a tax return, including Form W-2 filed with a return, by submitting
Form 4506, Request for Copy of Tax Form, to IRS. This form may be obtained by calling 1-800-TAX-FORM (1-800-829-3676).
For any questions regarding this form, call 1-800-829-1040.

.09 The Information Reporting Program Customer Service Section (IRP/CSS), located at IRS/MCC, answers electronic/magnetic
media, paper filing, and tax law questions from the payer community relating to the correct preparation and filing of business informa-
tion returns (Forms 1096, 1098, 1099, 5498, 8027, W-2G, and W—4). IRP/CSS also answers questions relating to the electronic/mag-
netic media filing of Forms 1042-S and to the tax law criteria and paper filing instructions for Forms W-2 and W-3. Inquiries dealing
with backup withholding and reasonable cause requirements due to missing and incorrect taxpayer identification numbers are also
addressed by IRP/CSS. Assistance is available year-round to payers, transmitters, and employers nationwide, Monday through Friday,
8:30 a.m. to 4:30 p.m. Eastern time, by calling toll-free 1-866—455-7438 or via email at mccirp@irs.gov. Do not include SSNs or
EINs on emails since this is not a secure line. The Telecommunications Device for the Deaf (TDD) toll number is 304-267-3367.
Call as soon as questions arise to avoid the busy filing seasons at the end of January and February. Recipients of information returns
(payees) should continue to contact 1-800-829-1040 with any questions on how to report the information returns data on their tax
returns.

.10 Form 4419, Application for Filing Information Returns Electronically/Magnetically, Form 8809, Application for Extension of
Time to File Information Returns, and Form 8508, Request for Waiver From Filing Information Returns on Magnetic Media, may be
faxed to IRS/MCC at 304-264-5602. Form 4804, Transmittal of Information Returns Filed Magnetically, must always be included
with media shipments.

Sec. 4. Filing Requirements

.01 The regulations under section 6011(e)(2)(A) of the Internal Revenue Code provide that any person, including a corporation,
partnership, individual, estate, and trust, who is required to file 250 or more information returns must file such returns electroni-
cally/magnetically. The 250* or more requirement applies separately for each type of return and separately to each type of
corrected return.

*Even though filers may submit up to 249 information returns on paper, IRS encourages filers to transmit those infor-
mation returns electronically or magnetically.

.02 All filing requirements that follow apply individually to each reporting entity as defined by its separate Taxpayer Identification
Number (TIN), Social Security Number (SSN), Employer Identification Number (EIN), or Individual Taxpayer Identification Number
(ITIN). For example, if a corporation with several branches or locations uses the same EIN, the corporation must aggregate the total
volume of returns to be filed for that EIN and apply the filing requirements to each type of return accordingly.

.03 Payers who are required to submit their information returns on magnetic media may choose to submit their documents by
electronic filing. Payers, who submit their information returns electronically by March 31, 2005, are considered to have satisfied the
magnetic media filing requirements.

.04 IRS/MCC has one method for filing information returns electronically; see Part B.

.05 The following requirements apply separately to both originals and corrections filed electronically/magnetically:
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1098 250 or more of any of these forms require magnetic media filing with IRS. Filing electronically

1098-E will also meet this requirement. These are stand-alone documents and are not to be aggregated
1098-T for purposes of determining the 250 threshold. For example, if you must file 100 Forms 1099-B
%833_3 and 300 Forms 1099-INT, Forms 1099-B need not be filed electronically or magnetically since

they do not meet the threshold of 250. However, Forms 1099-INT must be filed electronically or

1099-C magnetically since they meet the threshold of 250.

1099-CAP
1099-DIV
1099-G
1099-H
1099-INT
1099-LTC
1099-MISC
1099-0OID
1099-PATR
1099-Q
1099-R
1099-S
1099-SA
5498
5498-ESA
5498-SA
W-2G

.06 The above requirements do not apply if the payer establishes undue hardship (See Part E, Sec. 5).

Sec. 5. Vendor List

.01 IRS/MCC prepares a list of vendors who support electronic or magnetic media filing. The Vendor List (Pub. 1582) contains
the names of service bureaus that will produce or submit files for electronic filing or on the prescribed types of magnetic media. It
also contains the names of vendors who provide software packages for payers who wish to produce electronic files or magnetic media
on their own computer systems. This list is compiled as a courtesy and in no way implies IRS/MCC approval or endorsement.

.02 If filers meeting the filing requirements engage a service bureau to prepare media on their behalf, the filers should be careful
not to report duplicate data, which may cause penalty notices to be generated.

.03 The Vendor List, Publication 1582, is updated periodically. The most recent revision will be available on the IRS website at
WWW.irs.gov.

.04 A vendor, who offers a software package, or has the capability to electronically file information returns, or has the ability to
produce magnetic media for customers, and who would like to be included on the list, must submit a letter or email to IRS/MCC. The
request should include:

(a) Company name

(b) Address (include city, state, and ZIP code)

(c) Telephone and FAX number (include area code)

(d) Email address

(e) Contact person

(f) Type(s) of service provided (e.g., service bureau and/or software)

(g) Type(s) of media offered (e.g., tape cartridge, 3!/2-inch diskette, or electronic filing)
(h) Type(s) of return(s)

Sec. 6. Form 4419, Application for Filing Information Returns Electronically/Magnetically

.01 Transmitters are required to submit Form 4419, Application for Filing Information Returns Electronically/Magnetically, to
request authorization to file information returns with IRS/MCC. A single Form 4419 should be filed no matter how many types of
returns the transmitter will be submitting electronically/magnetically. For example, if a transmitter plans to file Forms 1099-INT,
one Form 4419 should be submitted. If, at a later date, another type of form (Forms 1098, 1099, 5498 and W-2G) is to be filed, the
transmitter does not need to submit a new Form 4419.

m Note: EXCEPTIONS — An additional Form 4419 is required for filing each of the following types of returns: Form
1042-S, Foreign Person’s U.S. Source Income Subject to Withholding, Form 8027, Employer’s Annual Information Return of
Tip Income and Allocated Tips, and Form W—-4, Employee’s Withholding Allowance Certificate. See the back of Form 4419
for detailed instructions.
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.02 Tape cartridge, diskette, and electronically filed returns may not be submitted to IRS/MCC until the application has been ap-
proved. Please read the instructions on the back of Form 4419 carefully. Form 4419 is included in the Publication 1220 for the filer’s
use. This form may be photocopied. Additional forms may be obtained by calling 1-800-TAX-FORM (1-800-829-3676). The
form is also available on the IRS Website at www.irs.gov.

.03 Upon approval, a five-character alpha/numeric Transmitter Control Code (TCC) will be assigned and included in an approval
letter. The TCC must be coded in the Transmitter “T” Record. IRS/MCC uses the TCC to identify payer/transmitters and to track
their files through the processing system. The same TCC can be used regardless of the method of filing. For example, a payer may
send their production data on a tape cartridge and then later file a correction file electronically. The same TCC can be used for each
filing.

.04 IRS/MCC encourages transmitters who file for multiple payers to submit one application and to use the assigned TCC for all
payers. While not encouraged, multiple TCCs can be issued to payers with multiple TINs. If a transmitter uses more than one TCC
to file, each TCC must be reported in separate transmissions if filing electronically or on separate media if filing magnetically.

.05 If a payer’s files are prepared by a service bureau, the payer may not need to submit an application to obtain a TCC. Some
service bureaus will produce files, code their own TCC in the file, and send it to IRS/MCC for the payer. Other service bureaus will
prepare the file and return the file to the payer for submission to IRS/MCC. These service bureaus may require the payer to obtain a
TCC, which is coded in the Transmitter “T” Record. Payers should contact their service bureaus for further information.

.06 Form 4419 may be submitted anytime during the year; however, it must be submitted to IRS/MCC at least 30 days before the
due date of the return(s) for current year processing. This will allow IRS/MCC the minimum amount of time necessary to process
and respond to applications. In the event that computer equipment or software is not compatible with IRS/MCC, a waiver may be
requested to file returns on paper documents (See Part E, Sec. 5).

.07 Once a transmitter is approved to file electronically/magnetically, it is not necessary to reapply unless:

(a) The payer has discontinued filing electronically or magnetically for two consecutive years. The payer’s TCC may have been
reassigned by IRS/MCC. Payers who are aware the TCC assigned will no longer be used are requested to notify IRS/MCC
so these numbers may be reassigned.

(b) The payer’s files were transmitted in the past by a service bureau using the service bureau’s TCC, but now the payer has
computer equipment compatible with that of IRS/MCC and wishes to prepare his or her own files. The payer must request
a TCC by filing Form 4419.

.08 In accordance with Regulations Section 1.6041-7(b), payments by separate departments of a health care carrier to providers of
medical and health care services may be reported on separate returns filed electronically or magnetically. In this case, the headquarters
will be considered the transmitter, and the individual departments of the company filing reports will be considered payers. A single
Form 4419 covering all departments filing electronically/magnetically should be submitted. One TCC may be used for all departments.

.09 Annually, a Publication 1220 containing the current Revenue Procedure, forms, and instructions will be sent to the attention of
the contact person indicated on Form 4419. Additional copies can be obtained by downloading from the IRS Website at www.irs.gov
or by calling 1-800-829-3676.

.10 If any of the information (name, TIN or address) on Form 4419 changes, please notify IRS/MCC in writing so the IRS/MCC
database can be updated. You may use our email address, mccirp@irs.gov, for basic name and address changes. IRS/MCC can not
accept TIN information via email. A change in the method by which information returns are submitted is not information that needs
to be updated (e.g., diskette to electronic). The transmitter should include the TCC in all correspondence.

.11 Approval to file does not imply endorsement by IRS/MCC of any computer software or of the quality of tax preparation services
provided by a service bureau or software vendor.

Sec. 7. Test Files

.01 IRS/MCC encourages first time electronic or magnetic media filers to submit a test. Test files are required for filers wishing to
participate in the Combined Federal/State Filing Program. See Part A, Sec. 13, for further information on the Combined Federal/State
Filing Program.

.02 The test file must consist of a sample of each type of record:

(a) Transmitter “T” Record (all fields marked required must include transmitter information)
(b) Payer “A” Record (must not be fictitious data)

(c) Multiple Payee “B” Records (at least 11 “B” Records per each “A” Record)

(d) End of Payer “C” Record

(e) State Totals “K” Record, if participating in the Combined Federal/State Filing Program
(f) End of Transmission “F” Record (See Part D for record formats.)

.03 Use the Test Indicator “T” in Field Position 28 of the “T” Record to show this is a test file.

.04 IRS/MCC will check the file to ensure it meets the specifications of this Revenue Procedure. For current filers, sending a test
file will provide the opportunity to ensure their software reflects any programming changes.

.05 Electronic tests may be submitted November 1, 2004, through February 15, 2005. See Part B, Sec. 4.03, for information on
electronic test results.

2004-33 I.R.B. 219 August 16, 2004



.06 Tests submitted on magnetic media should be postmarked no earlier than October I, 2004, and no later than December I,
2004. Tests must be received at MCC by December 15 in order to be processed. Test processing will not begin until November 1.
For tests filed on tape cartridge, and 3!/2-inch diskette, the transmitter must include the signed Form 4804 in the same package with
the corresponding magnetic media. The “TEST” box in Block 1 on Form 4804 must be marked and the external media label must
denote “TEST”.

.07 IRS/MCC will send a letter of acknowledgment to indicate the magnetic media test results. Unacceptable magnetic media test
filers will receive a letter and/or documentation identifying the errors. Resubmission of magnetic media test files must be received
by IRS/MCC no later than December 15, 2004.

TESTING PERIODS
MAGNETIC MEDIA ELECTRONIC FILES

November 1, 2004, through December 15, 2004* November 1, 2004, through February 15, 2005
* Postmark media by Dec. 1 in order for media to be
received at MCC by December 15

Sec. 8. Filing of Information Returns Magnetically and Retention Requirements

.01 Form 4804, Transmittal of Information Returns Reported Magnetically, or a computer-generated substitute, must accompany
all magnetic media shipments except for replacements, when Form 4804 is not always necessary (See Part A, Sec. 10).

.02 IRS/MCC allows for the use of computer-generated substitutes for Form 4804. The substitutes must contain all information
requested on the original forms including the affidavit and signature line. Photocopies are acceptable, however, an original signature is
required. When using computer-generated forms, be sure to clearly mark the tax year being reported. This will eliminate a telephone
communication from IRS/MCC to question the tax year.

.03 Form 4804 may be signed by the payer or the transmitter, service bureau, paying agent, or disbursing agent (all hereafter referred
to as agent) on behalf of the payer. Failure to sign the affidavit on Form 4804 may delay processing or could result in the files being
unprocessed. An agent may sign Form 4804 if the agent has the authority to sign the affidavit under an agency agreement (either oral,
written, or implied) that is valid under state law and adds the caption “FOR: (name of payer).”

.04 Although an authorized agent may sign the affidavit, the payer is responsible for the accuracy of Form 4804 and the returns
filed. The payer will be liable for penalties for failure to comply with filing requirements.

.05 Multiple types of media may be submitted in a shipment. However, a separate Form 4804 must be submitted for each type of
media.

.06 Current and prior year data may be submitted in the same shipment; however, each tax year must be on separate media, and a
separate Form 4804 must be prepared to clearly indicate each tax year.

.07 Filers who have prepared their information returns in advance of the due date are encouraged to submit this information to
IRS/MCC no earlier than January 1 of the year the returns are due.

.08 Do not report duplicate information. If a filer submits returns electronically/magnetically, identical paper documents
must not be filed. This may result in erroneous penalty notices.

.09 A self-adhesive external media label, created by the filer, must be affixed to each piece of magnetic media. For instructions on
how to prepare an external media label, refer to Notice 210 in the forms section of this publication. If diskettes are used, be certain that
only MS-DOS compatible operating systems were used to prepare the diskettes. Non MS-DOS diskettes are no longer acceptable
at IRS/MCC.

.10 When submitting files include the following:

(a) A signed Form 4804
(b) External media label (created by filer) affixed to magnetic media
(c) IRB Box — of __ labeled on outside of each package

.11 IRS/MCC will not return media after successful processing. Therefore, if the transmitter wants proof that IRS/MCC received
a shipment, the transmitter should select a service with tracking capabilities or one that will provide proof of delivery. Do not use
special shipping containers for mailing media to IRS/MCC. Shipping containers will not be returned.

.12 IRS/MCC will not pay for or accept “Cash-on-Delivery” or “Charge to IRS” shipments of tax information that an individual
or organization is legally required to submit.

.13 Payers should retain a copy of the information returns filed with IRS or have the ability to reconstruct the data for at
least 3 years from the reporting due date, with the exception of:

(a) A 4-year retention period is required for all information returns when backup withholding is imposed.
(b) A financial entity must retain a copy of Form 1099-C, Cancellation of Debt, or have the ability to reconstruct the data
required to be included on the return, for at least 4 years from the date such return is required to be filed.
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Sec. 9. Due Dates

.01 The due dates for filing paper returns with IRS also apply to magnetic media. Filing of information returns is on a calendar
year basis, except for Forms 5498 and 5498—SA, which are used to report amounts contributed during or after the calendar year (but
not later than April 15). The following due dates will apply to Tax Year 2004:

Due Dates
Electronic Filing Magnetic Filing (See Note.)
Forms 1098, 1099, and W-2G Forms 1098, 1099, and W-2G
Recipient Copy — January 31, 2005 Recipient Copy — January 31, 2005
IRS Copy — March 31, 2005 IRS Copy — February 28, 2005

Electronic/Magnetic Filing
Forms 5498*, 5498-SA* and 5498-ESA**
IRS Copy — May 31, 2005
Participant Copy — May 31, 2005*
Participant Copy — May 2, 2005**
* Participants’ copies of Forms 5498 and 5498—SA to furnish fair market value information — January 31, 2005

.02 If any due date falls on a Saturday, Sunday, or legal holiday, the return or statement is considered timely if filed or furnished
on the next day that is not a Saturday, Sunday, or legal holiday.

.03 Magnetic media returns postmarked by the United States Postal Service (USPS) on or before March 1, 2005, and delivered by
United States mail to the IRS/MCC after the due date, are treated as timely under the “timely mailing as timely filing” rule. Refer to
the 2004 General Instructions for Forms 1099, 1098, 5498, and W-2G, When to File, located in the back of this publication for more
detailed information. Notice 97-26, 1997-1 C.B. 413, provides rules for determining the date that is treated as the postmark date.
For items delivered by a non-designated Private Delivery Service (PDS), the actual date of receipt by IRS/MCC will be used as the
filing date. For items delivered by a designated PDS, but through a type of service not designated in Notice 99-41, the actual date
of receipt by IRS/MCC will be used as the filing date. The timely mailing rule also applies to furnishing statements to recipients and
participants.

- Note: Due to security regulations at MCC, the Internal Revenue police officers will only accept media from PDSs or couri-
ers from 7:00 a.m. to 5:00 p.m., Monday through Friday.

.04 Use this Revenue Procedure to prepare information returns filed electronically or magnetically beginning January 1, 2005, and
postmarked no later than December 1, 2005.

.05 Media postmarked December 2, 2005, or later must have the Prior Year Data Indicator coded with a “P” in position 6 of the
Transmitter “T” Record.

Sec. 10. Replacement Magnetic Media

m+ Note: Replacement Electronic files is detailed in Part B, Sec. 5.

.01 A replacement is an information return file sent by the filer at the request of IRS/MCC because of errors encountered while
processing the filer’s original file or correction file. After the necessary changes have been made, the entire file must be returned for
processing along with the Media Tracking Slip (Form 9267) which was included in the correspondence from IRS/MCC. (See Note.)

- Note: Filers should never send anything to IRS/MCC marked “Replacement” unless IRS/MCC has requested a replace-
ment file in writing or via the FIRE System.

.02 Magnetic Media filers will receive a Media Tracking Slip (Form 9267), listing, and letter detailing the reason(s) their media
could not be processed. It is imperative that filers maintain backup copies and/or recreate capabilities for their information return files.
Open all correspondence from IRS/MCC immediately.

.03 When possible, sample records identifying errors encountered will be provided with the returned information. It is the respon-
sibility of the transmitter to check the entire file for similar errors.

.04 Before sending replacement media, make certain the following items are in place:

(a) Make the required changes noted in the enclosed correspondence and check entire file for other errors.
(b) Code Transmitter “T” record, in positions 21-22 for replacement. See Part D, Sec. 3.
(¢) Code Payer “A” record in position 49 with “1” for replacement file. See Part D, Sec. 4.
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(d) Enclose Form 9267, Media Tracking Slip, with your replacement media.

(e) Label your Media “Replacement Data’ and indicate the appropriate Tax Year.

(f) Complete a new Form 4804 if any of your information has changed.

.05 Replacement files must be corrected and returned to IRS/MCC within 45 days from the date of the letter. Refer to Part B, Sec.

5 .05, for procedures for files submitted electronically. A penalty for failure to return a replacement file will be assessed if the files
are not corrected and returned within the 45 days or if filers are notified by IRS/MCC of the need for a replacement file more
than two times. A penalty for intentional disregard of filing requirements will be assessed if a replacement file is not received. (For
penalty information, refer to the Penalty section of the 2004 General Instructions for Forms 1099, 1098, 5498, and W-2G.)

Sec. 11. Corrected Returns

® A correction is an information return submitted by the transmitter to correct an information return that was previously submit-
ted to and processed by IRS/MCC, but contained erroneous information.

® While we encourage you to file your corrections electronically/magnetically, you may file up to 249 paper corrections even
though your originals were filed electronically or magnetically.

¢ DO NOT SEND YOUR ENTIRE FILE AGAIN. Only send the information returns in need of correction.

® Information returns omitted from the original file must not be coded as corrections. Submit them under a separate Payer “A”
Record as original returns.

® Be sure to use the same payee account number that was used on the original submission. The account number is used to match
a correction record to the original information return.

® Before creating your correction file, review the following guidelines chart carefully.

.01 The magnetic media filing requirement of information returns of 250 or more applies separately to both original and corrected
returns.

If a payer has 100 Forms 1099-A to be corrected, they can be filed on paper because they
fall under the 250 threshold. However, if the payer has 300 Forms 1099-B to be corrected, they
must be filed electronically or magnetically because they meet the 250 threshold. If for some
reason a payer cannot file the 300 corrections electronically or magnetically, to avoid penalties, a
request for a waiver must be submitted before filing on paper. If a waiver is approved for original
documents, any corrections for the same type of return will be covered under this waiver.

HE T2 M

.02 Corrections should be filed as soon as possible. Corrections filed after August 1 may be subject to the maximum penalty of
$50 per return. Corrections filed by August 1 may be subject to a lesser penalty. (For information on penalties, refer to the Penalties
section of the 2004 General Instructions for Forms 1099, 1098, 5498, and W-2G.) However, if payers discover errors after August
1, they should file corrections, as prompt correction is a factor considered in determining whether the intentional disregard penalty
should be assessed or whether a waiver of the penalty for reasonable cause may be granted. All fields must be completed with the
correct information, not just the data fields needing correction. Submit corrections only for the returns filed in error, not the entire
file. Furnish corrected statements to recipients as soon as possible.

re Note: Do NOT resubmit your entire file as corrections. This will result in duplicate filing and erroneous notices may be
sent to payees. Submit only those returns which need to be corrected.

.03 There are numerous types of errors, and in some cases, more than one transaction may be required to correct the initial error.
If the original return was filed as an aggregate, the filers must consider this in filing corrected returns.

.04 The payee’s account number must be included on all correction records. This is especially important when more than one
information return of the same type is reported for a payee. The account number is used to determine which information return is
being corrected. It is vital that each information return reported for a payee have a unique account number. See Part D, Sec. 6, Payer’s
Account Number For Payee.

.05 Corrected returns may be included on the same media as original returns; however, separate “A” Records are required. Cor-
rected returns must be identified on Form 4804 and the external media label by indicating “Correction.” If filers discover that certain
information returns were omitted on their original file, they must not code these documents as corrections. The file must be coded
and submitted as originals.
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.06 If a payer realizes duplicate reporting has occurred, IRS/MCC should be contacted immediately for instructions on how to
avoid notices. The standard correction process will not resolve duplicate reporting.

.07 If a payer discovers errors that affect a large number of payees, in addition to sending IRS the corrected returns and notifying the
payees, IRS/MCC underreporter section should be contacted toll-free at 1-866—-455-7438 for additional requirements. Corrections
must be submitted on actual information return documents or filed electronically/magnetically. Form 4804 must be submitted with
corrected files submitted magnetically. If filing magnetically, provide the correct tax year in Block 2 of Form 4804 and on the external
media label. All references to Form 4804 in the guidelines apply only to files submitted magnetically. Form 4804 is not required for
electronic filing.

.08 Prior year data, original and corrected, must be filed according to the requirements of this Revenue Procedure. If submitting
prior year corrections, use the record format for the current year and submit on separate media. However, use the actual year desig-
nation of the correction in Field Positions 2-5 of the “T”, “A”, and “B” Records. If filing electronically, a separate transmission must
be made for each tax year.

.09 In general, filers should submit corrections for returns filed within the last 3 calendar years (4 years if the payment is a reportable
payment subject to backup withholding under section 3406 of the Code and also for Form 1099—C, Cancellation of Debt).

.10 All paper returns, whether original or corrected, must be filed with the appropriate service center.

.111If a payer discovers an error(s) in reporting the payer name and/or TIN, write a letter to IRS/MCC (See Part A, Sec. 3) containing
the following information:

(a) Name and address of payer

(b) Type of error (please include the incorrect payer name/TIN that was reported)
(¢) Tax year

(d) Payer TIN

(e) TCC

(f) Type of Return

(g) Number of Payees

(h) Filing method, paper, electronic, or magnetic media

.12 The “B” Record provides a 20-position field for a unique Payer’s Account Number for Payee. If a payee has more than one
reporting of the same document type, it is vital that each reporting have a unique account number. This number will help identify the
appropriate incorrect return if more than one return is filed for a particular payee. Do not enter a TIN in this field. A payer’s account
number for the payee may be a checking account number, savings account number, serial number, or any other number assigned to
the payee by the payer that will distinguish the specific account. This number should appear on the initial return and on the corrected
return in order to identify and process the correction properly.

.13 The record sequence for filing corrections is the same as for original returns.

.14 Review the chart that follows. Errors normally fall under one of the two categories listed. Next to each type of error is a list of
instructions on how to file the corrected return.

Guidelines for Filing Corrected Returns Electronically/Magnetically

Error Made on the Original Return How To File the Corrected Return

m Note: References to Form 4804 apply to magnetically filed media only. Form 4804 is not required for files submitted
electronically through the FIRE System.

One transaction is required to make the following corrections properly. (See Note 3.)
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Guidelines for Filing Corrected Returns Electronically/Magnetically (Continued)

ERROR TYPE 1

1.

Original return was filed with one or more of the
following errors:

(a) Incorrect payment amount codes in the Payer “A”
Record

(b) Incorrect payment amounts in the Payee “B” Record
(¢) Incorrect code in the distribution code field in the
Payee “B” Record

(d) Incorrect payee address

(e) Incorrect payee indicator

Note: For information on
correcting errors to the payer’s
name and TIN, see Sec. 11, .11.

CORRECTION

A.

B.

Q

Prepare a new Form 4804 that includes information
relating to this new file.

Mark “Correction” in Block 1 of Form 4804.

Prepare a new file. The first record on the file will be
the Transmitter “T” Record.

Make a separate “A” Record for each type of return
and each payer being reported. Information in the
“A” Record may be the same as it was in the original
submission. However, remove the “1” (one) in Field
Position 48 and set the Correction File Indicator (Field
Position 50), to “1” (one).

The Payee “B” Records must show the correct record
information as well as a Corrected Return Indicator
Code of “G” in Field Position 6.

Corrected returns submitted to IRS/MCC using “G”
coded “B” Records may be on the same file as those
returns submitted without the “G” coded “B” Records;
however, separate “A” Records are required.

Prepare a separate “C” Record for each type of return
and each payer being reported.

The last record on the file will be the End of
Transmission “F” Record.

Indicate “Correction” on the external media label.

File layout one step corrections

Transmitter Payer “G”
“T” “A” coded
Record Record Payee “B”
Record

“G” End of Payer End of
coded “C” Transmission
Payee “B” Record “F” Record
Record

Guidelines for Filing Corrected Returns Electronically/Magnetically

Error Made on the Original Return

How To File the Corrected Return

Two (2) separate transactions are required to make the following corrections properly.
Follow the directions for both Transactions 1 and 2. (See Note 2.)
DO NOT use the two step correction process to correct money amounts.
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Guidelines for Filing Corrected Returns Electronically/Magnetically (Continued)

Error Made on the Original Return How To File the Corrected Return
ERROR TYPE 2 CORRECTION
1. Original return was filed with one or more of the Transaction 1: Identify incorrect returns.
following errors:
(a) No payee TIN (SSN, EIN, ITIN or QI-EIN) A. Prepare a new Form 4804 that includes information
(b) Incorrect payee TIN related to this new file.
(¢) Incorrect payee name and address B. Mark “Correction” in Block 1 of Form 4804.

(d) Wrong type of return indicator
C. Prepare a new file. The first record on the file will be

the Transmitter “T” Record.

D. Make a separate “A” Record for each type of return
and each payer being reported. The information in
the “A” Record will be exactly the same as it was in
the original submission with one exception; remove
the “1” from Field Position 48, and set the Correction
File Indicator (Field Position 50) to “1” (one). (See
Note 1.)

E. The Payee “B” Records must contain exactly the
same information as submitted previously, except,
insert a Corrected Return Indicator Code of “G” in
Field Position 6 of the “B” Records, and enter “0”
(zeros) in all payment amounts. (See Note 1.)

F. Corrected returns submitted to IRS/MCC using “G”
coded “B” Records may be on the same file as those
returns submitted with a “C” code; however, separate
“A” Records are required.

G. Prepare a separate “C” Record for each type of return
and each payer being reported.

H. Continue with Transaction 2 to complete the
correction.

Transaction 2: Report the correct information.

A. Make a separate “A” Record for each type of return
and each payer being reported. Remove the “1” in
Field Position 48 and set the Correction File Indicator
(Field Position 50), to “1” (one).

B. The Payee “B” Records must show the correct
information as well as a Corrected Return Indicator
Code of “C” in Field Position 6.

C. Corrected returns submitted to IRS/MCC using “C”
coded “B” Records may be on the same file as those
returns submitted with “G” codes; however, separate
“A” Records are required.

D. Prepare a separate “C” Record for each type of return
and each payer being reported.
E. The last record on the file will be the End of

Transmission “F” Record.

F. Indicate “Correction” on the external media label.
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Guidelines for Filing Corrected Returns Electronically/Magnetically (Continued)

Error Made on the Original Return

How To File the Corrected Return

= Note 1: The Record Sequence Number will be different since this is a counter number and is unique to each file. For
1099-R corrections, if the corrected amounts are zeros, certain indicators will not be used.

m Note 2: See the 2004 General Instructions for Forms 1099, 1098, 5498, and W-2G for additional information on
regulations affecting corrections and related penalties.

File layout two step corrections

Transmitter Payer “G” “G” End of Payer Payer

“T” “A” coded coded “C” “A”
Record Record Payee “B” Payee “B” Record Record

Record Record
“Cr “C” End of Payer End of
coded coded “C” Transmission
Payee “B” Payee “B” Record “F” Record
Record Record

rmNote 3: If a filer is correcting the name and/or TIN in addition to any errors listed in item 2 of the chart, two transactions
will be required. If a filer is reporting “G” coded, “C” coded, and/or “Non-coded” (original) returns on the same media, each
category must be reported under separate “A” Records.

Sec. 12. Effect on Paper Returns and Statements to Recipients

.01 Electronic/Magnetic reporting of information returns eliminates the need to submit paper documents to the IRS. CAUTION:
Do not send Copy A of the paper forms to IRS/MCC for any forms filed electronically or magnetically. This will result in
duplicate filing; therefore, erroneous notices could be generated.

.02 Payers are responsible for providing statements to the payees as outlined in the 2004 General Instructions for Forms 1099,
1098, 5498, and W-2G. Refer to those instructions for filing information returns on paper with the IRS and furnishing statements to
recipients.

.03 Statements to recipients should be clear and legible. If the official IRS form is not used, the filer must adhere to the specifications
and guidelines in Publication 1179, Rules and Specifications for Private Printing of Substitute Forms 1096, 1098, 1099, 5498, and
W-2G.

Sec. 13. Combined Federal/State Filing Program

® Through the Combined Federal/State Filing (CF/SF) Program, IRS/MCC will forward original and corrected information re-
turns filed electronically or magnetically to participating states for approved filers.

® For approval, the filer must submit a test file coded for this program. See Part A, Sec. 7, Test Files.

® For magnetic media test files, attach a letter to Form 4804 requesting approval to participate in the CF/SF Program. Form 4804
or letter is not required for tests sent electronically.

® Approved filers are sent Form 6847, Consent for Internal Revenue Service to Release Tax Information, which must be com-
pleted and returned to IRS/MCC. A separate form is required for each payer.

.01 The Combined Federal/State Filing (CF/SF) Program was established to simplify information returns filing for the taxpayer.
IRS/MCC will forward this information to participating states free of charge for approved filers. Separate reporting to those states is
not necessary. The following information returns may be filed under the Combined Federal/State Filing Program:

August 16, 2004 226 2004-33 I.R.B.



Form 1099-DIV—Dividends and Distributions

Form 1099-G—Certain Government Payments

Form 1099—-INT—Interest Income

Form 1099-MISC—Miscellaneous Income

Form 1099-OID—Original Issue Discount

Form 1099-PATR—Taxable Distributions Received From Cooperatives

Form 1099—-R—Distributions From Pensions, Annuities, Retirement or
Profit-Sharing Plans, IRAs, Insurance Contracts, etc.

Form 5498—IRA Contribution Information

.02 To request approval to participate, a magnetic media test file coded for this program must be submitted to IRS/MCC between
November 1, 2004, and December 15, 2004. Media must be postmarked no later than December 1, 2004 in order to be received at
MCC by December 15 for processing. Electronic test files coded for this program must be submitted between November 1, 2004, and
February 15, 2005.

.03 Attach a letter to Form 4804 submitted with the test file to indicate a desire to participate in the Combined Federal/State Filing
Program. Test files sent electronically do not require Form 4804 or letter. If the test file is coded for the Combined Federal/State Filing
Program and is acceptable, an approval letter and Form 6847, Consent For Internal Revenue Service to Release Tax Information, will
be sent to the filer.

.04 A test file is only required for the first year when you apply to participate in the Program. Each record, both in the test and the
actual data file, must conform to this Revenue Procedure.

.05 If the test file is acceptable, IRS/MCC will send the filer an approval letter, and Form 6847, Consent for Internal Revenue
Service to Release Tax Information, which the payer must complete, sign, and return to IRS/MCC before any tax information can be
released to the state. Filers must write their TCC on Form 6847.

.06 If the test file is not acceptable, IRS/MCC will send magnetic media filers information indicating the problems. Electronic
filers must log on to the FIRE System within two business days to check the acceptability of their test file. The new test file must be
postmarked no later than December 1, 2004, for magnetic media, or February 15, 2005, for an electronically filed test.

.07 A separate Form 6847 is required for each payer. A transmitter may not combine payers on one Form 6847 even if acting
as Attorney-in-Fact for several payers. Form 6847 may be computer-generated as long as it includes all information that is on the
original form or it may be photocopied. If Form 6847 is signed by an Attorney-in-Fact, the written consent from the payer must clearly
indicate that the Attorney-in-Fact is empowered to authorize release of the information.

.08 Only code the records for participating states and for those payers who have submitted Form 6847.

.09 If a payee has a reporting requirement for more than one state, separate “B” records must be created for each state. Pro-rate
the reporting, allocating what should be reported to each state. Do not report the total amount to each state. This will cause duplicate
reporting.

.10 Some participating states require separate notification that the payer is filing in this manner. Since IRS/MCC acts as a forward-
ing agent only, it is the payer’s responsibility to contact the appropriate states for further information.

.11 All corrections properly coded for the Combined Federal/State Filing Program will be forwarded to the participating states.
Only send corrections which affect the Federal reporting. Errors which apply only to the state filing requirement should be sent directly
to the state.

.12 Participating states and corresponding valid state codes are listed in Table 1 of this section. The appropriate state code must
be entered for those documents that meet the state filing requirements; do not use state abbreviations.

.13 Each state’s filing requirements are subject to change by the state. It is the payer’s responsibility to contact the participating
states to verify their criteria.

.14 Upon submission of the actual files, the transmitter must be sure of the following:

(a) All records are coded exactly as required by this Revenue Procedure.

(b) A State Total “K” Record(s) for each state(s) being reported follows the “C” Record.

(c) Payment amount totals and the valid participating state code are included in the State Totals “K” Record(s).

(d) The last “K” Record is followed by an “A” Record or an End of Transmission “F” Record (if this is the last record of the
entire file).
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Table 1. Participating States and Their Codes*

State Code State Code State Code
Alabama 01 Indiana 18 Nebraska 31
Arizona 04 Towa 19 New Jersey 34
Arkansas 05 Kansas 20 New Mexico 35
California 06 Louisiana 22 North Carolina 37
Colorado 07 Maine 23 North Dakota 38
Connecticut 08 Maryland 24 Ohio 39
Delaware 10 Massachusetts 25 South Carolina 45
District of Columbia 11 Minnesota 27 Virginia 51
Georgia 13 Mississippi 28 Wisconsin 55
Hawaii 15 Missouri 29

Idaho 16 Montana 30

* The codes listed above are correct for the IRS Combined Federal/State Filing Program and may not correspond to the state
codes of other Agencies or programs.

Sample File Layout for Combined Federal/State Filer

position 26

in position
747-748

in position
747-748

Transmitter “T” Payer “A” Payee “B” Payee “B” Payee “B” End of Payer
Record Record coded Record with Record with Record no “C” Record
with 1 in state code 15 state code 06 state code

End of Transmission “F”
Record

State Total “K” Record
for “B” records coded 15.
“K” record coded 15 in
positions 747-748.

State Total “K” Record
for “B” records coded 06.
“K” record coded 06 in
positions 747-748.

Sec. 14. Penalties Associated With Information Returns

.01 The following penalties generally apply to the person required to file information returns. The penalties apply to electronic/mag-
netic media filers as well as to paper filers.

.02 Failure To File Correct Information Returns by the Due Date (Section 6721). If you fail to file a correct information return
by the due date and you cannot show reasonable cause, you may be subject to a penalty. The penalty applies if you fail to file timely,
you fail to include all information required to be shown on a return, or you include incorrect information on a return. The penalty also
applies if you file on paper when you were required to file on magnetic media, you report an incorrect TIN or fail to report a TIN, or
you fail to file paper forms that are machine readable.

The amount of the penalty is based on when you file the correct information return. The penalty is:

®  $15 per information return if you correctly file within 30 days of the due date of the return (See Part A, Sec. 9 .01); maximum

penalty $75,000 per year ($25,000 for small businesses).

®  $30 per information return if you correctly file more than 30 days after the due date but by August 1; maximum penalty $150,000

per year ($50,000 for small businesses).

®  $50 per information return if you file after August 1 or you do not file required information returns; maximum penalty $250,000

per year ($100,000 for small businesses).

.03 A late filing penalty may be assessed for a replacement file which is not returned by the required date. Files which require
replacement more than two times will also be subject to penalty. See Part A, Sec. 10, for more information on replacement files.

.04 Intentional disregard of filing requirements. If any failure to file a correct information return is due to intentional disregard
of the filing or correct information requirements, the penalty is at least $100 per information return with no maximum penalty.

.05 Failure To Furnish Correct Payee Statements (Section 6722). For information regarding penalties which may apply to
failure to furnish correct payee statements, see 2004 General Instructions for Forms 1099, 1098, 5498, and W-2G.
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Sec. 15. State Abbreviations

.01 The following state and U.S. territory abbreviations are to be used when developing the state code portion of address fields. This
table provides state and territory abbreviations only, and does not represent those states participating in the Combined Federal/State
Filing Program.

State Code State Code State Code
Alabama AL Kentucky KY No. Mariana Islands MP
Alaska AK Louisiana LA Ohio OH
American Samoa AS Maine ME Oklahoma OK
Arizona AZ Marshall Islands MH Oregon OR
Arkansas AR Maryland MD Pennsylvania PA
California CA Massachusetts MA Puerto Rico PR
Colorado CcO Michigan MI Rhode Island RI
Connecticut CT Minnesota MN South Carolina SC
Delaware DE Mississippi MS South Dakota SD
District of Columbia DC Missouri MO Tennessee TN
Federated States of Micronesia FM Montana MT Texas TX
Florida FL Nebraska NE Utah uT
Georgia GA Nevada NV Vermont VT
Guam GU New Hampshire NH Virginia VA
Hawaii HI New Jersey NJ (U.S.) Virgin Islands VI
Idaho ID New Mexico NM Washington WA
Mlinois IL New York NY West Virginia wVv
Indiana IN North Carolina NC Wisconsin WI
Iowa IA North Dakota ND Wyoming wY
Kansas KS

.02 Filers must adhere to the city, state, and ZIP Code format for U.S. addresses in the “B” Record. This also includes American
Samoa, Federated States of Micronesia, Guam, Marshall Islands, Northern Mariana Islands, Puerto Rico, and the U. S. Virgin Islands.

.03 For foreign country addresses, filers may use a 51 position free format which should include city, province or state, postal code,
and name of country in this order. This is allowable only if a “1” (one) appears in the Foreign Country Indicator, Field Position 247,
of the “B” Record.

.04 When reporting APO/FPO addresses, use the following format:

EXAMPLE:

Payee Name PVT Willard J. Doe

Mailing Address Company F, PSC Box 100
167 Infantry REGT

Payee City APO (or FPO)

Payee State AE, AA, or AP*

Payee ZIP Code 098010100

*AE is the designation for ZIPs beginning with 090-098, AA for ZIP 340, and AP for ZIPs 962-966.

Sec. 16. Major Problems Encountered

IRS/MCC encourages filers to verify the format and content of each type of record to ensure the accuracy of the data. This may
eliminate the need for IRS/MCC to request replacement files. This may be important for those payers who have either had their files
prepared by a service bureau or who have purchased preprogrammed software packages.

Filers who engage a service bureau to prepare media on their behalf should be careful not to report duplicate data, which
may generate penalty notices.

The Major Problems Encountered lists some of the most frequently encountered problems with electronic/magnetic files submitted
to IRS/MCC. These problems may result in IRS/MCC requesting replacement files. Some of the problems resulted from not referring
to this publication for instructions.
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1. Incorrect Format

. Multiple Files on diskettes — Each diskette must contain only ONE file, named IRSTAX. A file consists of one
Transmitter “T” Record followed by a Payer “A” Record, Payee “B” Records, End of Payer “C” Record, State Totals “K”
Record (if applicable for CF/SF Program), and the End of Transmission “F” Record. A file can contain multiple Payer “A”
Records, but, only one Transmitter “T”” Record. See Part D, Sec. 10, for file layout diagram.

. Invalid record length — ALL Records must be 750 Positions in length.

. Prior tax year data must be formatted in the current tax year format. Be sure to use the current Revenue Procedure
(Publication 1220) for formatting prior tax year data.

2. Unable to read tape cartridge.

Please review all tape cartridge specifications carefully (See Part C, Sections 1 and 2.)

3. No Form 4804, Transmittal of Information Returns Reported Magnetically

Each shipment of media sent to IRS/MCC must include a signed Form 4804. More than one type of media may be sent in the
same shipment, (i.e., diskette, and tape cartridge) but must have a separate Form 4804 to accompany each type of media.

4. Discrepancy Between IRS/MCC Totals and Totals in Payer “C” Records

The “C” Record is a summary record for a type of return for a given payer. IRS compares the total number of payees and
payment amounts in the “B” records with totals in the “C” Records. The two totals must agree. Do NOT enter negative
amounts except when reporting Forms 1099-B or 1099—Q. Money amounts must be all numeric, right-justified and zero (0)
filled. Do Not Use Blanks.

5. The Payment Amount Fields in the “B”” Record Do Not Correspond to the Amount Codes in the “A” Record

The Amount Codes used in the “A” record MUST correspond with the payment amount fields used in the “B” records. The amount
codes must be left-justified, in ascending order with the unused positions blank. For Example: If the “B” records show payment
amounts in payment amount fields 2, 4, and 7, then the “A” record must correspond with 2, 4, and 7 in the amount codes field.

6. Incorrect TIN in Payer “A” Record

The Payer’s TIN reported in positions 12—20 of the “A” record must be nine numeric characters only. (Do Not Enter Hyphen.)
The TIN and the First Payer Name Line provided in the “A” record must correspond.

7. Incorrect Tax Year in the Transmitter “T”’ Record, Payer “A” Record and the Payee ‘“B” Records

The tax year in the transmitter, payer and payee records should reflect the tax year of the information return being reported. For
prior tax year data, there must be a “P” in position 6 of the Transmitter “T” record. Media postmarked December 1, 2004, or
later must have the Prior Year Data Indicator coded with a “P” in position 6 of the Transmitter “T”” Record. This position must
be blank for current tax year data.

8. Incorrect Reporting of Form W-2 Information to IRS

Form W-2 information is submitted to SSA and not to IRS/MCC. Any media received at IRS/MCC that contains W-2
information will be forwarded to SSA. The filer will be notified of this action by letter. To inquire about filing Form W-2
information magnetically/electronically, call 1-800-SSA-6270.

9. Incorrect use of Test Indicator
When sending a test file, position 28 of the Transmitter “T” record must contain a “T”, otherwise blank fill.

10. Incorrect Format for TINs in the Payee “B” Record

TINs entered in position 12-20 of the Payee “B” record must consist of nine numerics only. (Do Not Enter Hyphens.) Incorrect
formatting of TINs may result in a penalty.

Payers/Transmitters who submit data with missing TINs, and have taken the required steps to obtain this information are
encouraged to attach a letter of explanation to the required Form 4804. This letter, however, will not prevent backup withholding
notices (CP2100 and CP2100A Notices) or proposed penalties (Notice 972CG) for missing or incorrect TINs. For penalty
information, refer to the Penalties section of the 2004 General Instructions for Forms 1099, 1098, 5498, and W-2G.
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11.  Distribution Codes for Form 1099-R Reported Incorrectly

For Forms 1099-R, there must be valid Distribution Code(s) in position 545-546 of the Payee “B” record. For valid codes (and
combinations), see Guide to Distribution Codes in Part D. If only one distribution code is required, it must be entered in position
545 and position 546 must be blank. A blank in position 545 is not acceptable.

12. Incorrect Record Totals Listed on Form 4804

The Combined Total Payee Records listed on Form 4804 (Block 6) are used in the verification process of information returns.
The figure in this block must be the total number of payee “B” records contained on each individual piece of media submitted.
A separate Form 4804 should be sent for each piece of media that contains a file.

13. Missing Correction Indicator in Payee “B” Record

When a file is submitted as a correction file, there must be a correction indicator, “G” or “C” in position 6 of the Payee “B”
record. See Part A, Sec. 11.

PART B. ELECTRONIC FILING SPECIFICATIONS
= Note: The FIRE System is now on the Internet at http://fire.irs.gov. 1t is no longer a dial-up connection.

Sec. 1. General

.01 Electronic filing of Forms 1098, 1099, 5498, and W-2G information returns, originals, corrections, and replacements is of-
fered as an alternative to magnetic media (tape cartridge or diskette) or paper filing. Filing electronically will fulfill the magnetic
media requirements for those payers who are required to file magnetically. Payers who are under the filing threshold requirement,
are encouraged to file electronically. If the original file was sent magnetically, but IRS/MCC has requested a replacement file, the
replacement may be transmitted electronically. Also, if the original file was submitted via magnetic media, any corrections may be
transmitted electronically.

.02 All electronic filing of information returns are received at IRS/MCC via the FIRE (Filing Information Returns Electronically)
System. To connect to the FIRE System, point your browser to http.//fire.irs.gov. The system is designed to support the electronic
filing of information returns only.

.03 The electronic filing of information returns is not affiliated with any other IRS electronic filing programs. Filers must obtain
separate approval to participate in each of them. Only inquiries concerning electronic filing of information returns should be directed
to IRS/MCC.

.04 Files submitted to IRS/MCC electronically must be in standard ASCII code. Do not send magnetic media or paper forms with
the same information as electronically submitted files. This would create duplicate reporting resulting in penalty notices.

.05 The record formats of the “T”, “A”, “B”, “C”, “K”, and “F” records are the same for both electronically or magnetically filed
records. See Part D, Record Format Specifications and Record Layouts.

Sec. 2. Advantages of Filing Electronically

Some of the advantages of filing electronically are:

(1) Paperless, no Form 4804 requirements.

(2) Security — Secure Socket Layer (SSL) 128-bit encryption.

(3) Results available within 1-2 workdays regarding the acceptability of the data transmitted. It is the filer’s responsibility to
log into the system and check results.

(4) Later due date than magnetic media or paper for electronically filed Forms 1098, 1099, and W-2G (refer to Part A, Sec.
9.01).

(5) Allows more attempts than magnetic media filing to replace bad files within a specific time frame before imposing penalties
(refer to Par